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PREFACE 


There is an aura of unreality about many of the books on interna- 
tional economics. Some describe a world which no longer exists. Others 
stress theories which do not apply or policies which have ceased to be 
of importance. SbU others overlook the significance of the heavy pres- 
sures of changing technologj', economically aggressii’e cold war enemies 
and new nations clamoring for help and understanding. Facts such as 
these prompted the writing of this book which includes a new approach 
to the subject and a treatment of theory', policy, history', institutions 
and description. 

This work has been prepared with the requirements of a number 
of different readers in mind. It has been designed primarily for use as 
a textbook in beginning courses on intemarional economics or interna- 
tional trade Used by itself, it is adapted to a one-semester course in the 
subject Studied in conjunction with additional readings as suggested in 
the bibliographies appended to the chapters it provides the basis of a 
tivo-semester course. The book is also intended to be used as a reference 
work for other courses in economics, political science, history, sociology 
and geography 

Businessmen engaged in intematjonal trade have also been con- 
sidered in the preparation of this x’olume Mihtarj- officers and govern- 
ment officials M’hose work entails international responsibilities may find 
this study of help, hfembers of clubs and study groups undertaking the 
examination of current international problems may find much of the 
material of interest. 

The authors owe a debt of grabhide to a number of people. Profes- 
sors H. W Guthrie, J T. Masten, S. T. McCloy, W. Pearce and A. Van- 
denbosch, all of the University of Kentucky, read some of the chapters 
and offered valuable criticisms and suggestions. Professors H. W. Har- 
greaies and L Zsoldos were particularly helpful jn their comments on 
various portions of (he manuscript. Samuel Pizer of the Balance of Pay- 
ments Dmsion of the United States Department of Commerce read the 
chapters on the balance of pasments in an early draft and helped im- 
pitne them. 
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A number of graduate students of the William Andrew Patterson 
School of Diplomacy and International Commerce and the Department 
of Economics of the University of Kentucky assisted in the preparation 
of the manuscript- by doing research, reading chapters and offering 
suggestions. Among these students were Ben Dyer, Desmond Fitzmaurice, 
Edward Unger, Sue Ware, Ray M. Ware, Lawrence B. Wasserman and 
Russell WTiarton. Irene Hultman performed invaluable editorial work 
on the several drafts of the manuscript 

For the typing of the manuscript the authors are indebted to Ellen 
Mmihan, Secretary of the Patterson School, Helen Tyler Wasserman 
and Sue Ware. Lawence B. Wasserman assisted with the proof-reading 
and prepared the index. Professor A. Vanderjbosch aided by his encour- 
agement and by arranging convenient teaching schedules. The adminis- 
trative officers of the Univenity of Kentucky, by providing sufficient time 
and facilities for research and a congenial academic and administrative 
climate, .also advanced the preparation of this work. 

The authors are heavily indebted to the publisher, Russell F. Moore, 
for help and encouragement. His editorial suggestions at all stages of 
the work, based on many years of experience in the publishing field, were 
of invaluable aid. 

In addition to the works cited in the footnotes and bibliographies, 
this volume has drawn heavily on the literature in the field. 

^Vh^le the assistance received is gratefully acknowledged, the authors 
assume full responsibility for the matenal presented in this book. 


Lexington, Kentucky 
January, 1962 


Max J. Wasserman 


Charles W. Hultman 
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The Background of 
International Economics 


“After the u’ay in which the Divine Prowdence disposed things upon 
the earth, it is easily seen that He desired to establish union and charity 
among all men. He imposed upon them a sort of necessity to have con* 
stant need for one another. He did not want all things necessary to life 
to be found m the same place. He <hspeo$ed His gifts so that men would 
trade uTth one another, so that the mutual necessit)’ of helping eadi 
other encouraged friendship among them It is the continual exchange 
of all the commodities of life which makes trade, it is this trade which 
creates the comforts of Ufe, and by its means, there is every^vhere an 
abundance of all things 

Thus Jacques Sa\’ar>’ charactenzed international economics at the 
end of the ses'enleenth centviry in his classic work, Le Parfait N^gociant^ 
the great-grandfather of all books on commerce. The study of interna- 
tional economics may well be commenced sMth this quotation from 
Savary’. Generations of European traders apprentices learned at least 
a part of their art from his wxirk, which was on the reference shelf 
of many a master trader of his day and for years thereafter. It was one 
of the most widely used treah’ses on international economics of all time. 

Savary ivas s^Titing during the period of the Mercantilist commer- 
cial reiolution, when the limited horizons of the Middle Ages svere 
gn ing svay- to the broader landscapes of a world enlarged by the explora- 
tion of new or little-known lands. Although life was restricted in many 
ways, the tales of returned travellers brought \isions of a new, more 

'Sa>-ary, Jacques, ie Parfail Segociant, 4th ed 1697, L>tin. France Jacques 
L>ons. Bookseller, MercJere St , at the Sign of the Good Pastor. Book I, Ch. 1. p- 1. 
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%’aried and abundant life. The \enhiresome traders of the day with their 
bright, new merchandise from distant places clothed some of these 
dreams wth realit>’. 

Today we know more about the operations of our economy than 
was knoum in the time of Sa\’ary because there are not only many more 
facts, but a deeper knowledge of the laws and tendencies which deter- 
mine the flow of trade and investment. More abundant data exist making 
it possible to determine the magnitude of these relations and to discern 
their trends and behaiaor. The student of intemabonal economic rela- 
tions has much more to learn and understand, than at any time in the 
past. If the current tendencj' continues, he will ha\e even more to 
learn and understand in the future. 

Of all man’s economic activities, foreign trade is among the most 
complicated, the most difficult. Its successful prosecution demands 
knowledge of products and markets all over the world and of the insti- 
tubons and customs of many nabons It requires that tlie trader under- 
stand men m \‘arious cbmes and en\ironments. with lives, beliefs, and 
customs quite different from his own. It insists that its practitioners master 
a complex technologx' of trading procedures which are in a state of 
flux. And above all, stall and imaginabon should form n part of the 
baggage of all those who tr3%el abroad in the pursuit of business 

The Modern Commercial Revolution 

Today the economic world is undergoing another revolution True, 
the great geographical discovenes of the sixteenth and sesenteenth 
centuries are now' past but thanks to our rapjdlv developing communi- 
cations and transportabon, the world is effects ely growing smaller and 
people are getting to know if better The earlier naxigators and explorers 
extended the world in length and breadth, their modem counterparts 
are developing it in depth The roots of modem international economics 
penetrate all segments of a nation’s economx The international econo- 
mies of many nabons would be profoundiv altered if their trading 
relationships were to decline, increase or change their character 

Another important feature of lodav’s rexolution is the awakening 
of the so-called undecdexeloped latuis Tlie dramatic revolubow of 
rising expectations in lands that but recently were colonial dependencies 
exerts a strong influence upon men the world oxer. 

MTiereas under the earlier commcrciaJ rexoliib’ons there was intense 
rixaliy among nations for xxorld trade, today there is more cooperation 
among countries both underdexeloped and developed The list of the 
organizations of world cooperation is a large one and is still growing 
It includes the Organization for Economic Cooperation and Develop- 



Cli 1] 


THE BACKGROUND OF INTERNATIONAl ECONOMICS 


merit, the European Economic Community, the European Free Trade 
Association, together with the United Nations and its specialized agencies 
such as the Economic Commission for Europe, the Economic Commis* 
sion for Asia and the Far East, the International Bank and Fund among 
many others. 

These cooperative agencies are based upon the pieimsc that tiicre 
are many economic problems that can best be solved by regional or 
international effort rather than by national programs The> reflect the 
view that we can all grow wealthy together and that, after all, each 
of us is his brother’s keeper. Modern international economic cooperation 
is an important de%'elopmenl on the international scene, apd it marks 
a notable departure from the nationalistic rivalries of the past 

Since the turn of the century there hax'c been revolutionary changes, 
which are still continuing, in the capitalist systems of the vvestem world 
These changes have eliminated many of the abuses of private enter- 
prise capitalism which Marx, about a century ago, was able to decry 
%vith some reason. Modem capitalism has a greater appreciation of its 
responsibilities to all of the people, which has bJ'^ught about higher 
material standards of Ucing and a reduction of the gap that separates 
the wealthy from the poor 

Another important characteristic of our economic revolution has 
been a growing awareness on the part of businessmen and statesmen 
of the close relationship between purchasing power end production 
They have come to realize that unless there is adequate purchasing 
power in the hands of the consuming public, production and employ- 
ment will lag. In practice, in the United States, the higher wages and 
supported prices for farm crops have improved the ability of large 
bodies of consumers to purchase the products and commodities which 
the economy creates 

Although It was at first largely a domestic or national policy, this 
notion has been extended to the external or international etonomv 
Today traders and government ofSciab realize that there is little profit 
able business to be done with lands having low per-capita national 
uxcotor; lix practice, this, tax TOeaitt. tha.*. tl« U swV-d w, Ivax com/i tes tlw 
aid of foreign nations with grants of funds. loans and technical assiitanr* 
to aid them m developing their economies It is not alonr* m tii«v 
programs qf economic aid Other nations have similar programs Sr-vr-rj) 
international institutions are dedicated in part to similar er/ali 



MODERN l^mRNATIONAL ECONOMICS 


[Cti. 1 


profoundly altered the international economy and the end of its in- 
fluence is not yet in sight. Based upon a system of state ownership or 
control of an economy, communism has virtually eliminated free enter- 
prise in the lands where it has gained ascendancy'. Substituting the 
dictatorship of a relatively small party for the Marxian concept of the 
dictatorship of the proletariat, or for democracy as practiced by the 
western nations, political control o\'er the economic acti^’ities of the 
inhabitants of Communist lands has passed into the hands of a small 
oligarchy supported by armed force. 

On the international front, communism seeks to extend its domina- 
tion over nations by whatexer means seem appropriate. Using various 
devices, the U.S.S R. and Communist China have acquired large colonial 
empires. Poland, Czechoslox’aJda, Yugoslana, Latvia, Estonia, Albania, 
East Germany, \’ietminh, Tibet and North Korea are the principal 
colonies of these two empires, each occupied by substantial detach- 
ments of the Communist metropoiifan military forces. 

Thus, the free nations of the West face two formidable empires 
which pursue different objectives and trading techniques m their inter- 
national economic relationships The efforts of the Communists to- 
dominate the yet uncommitted lands color deeply the world’s economic 
relationships and profoundly affect the international economic policies 
of both Communist and capitalist nations 

Although international trade has aluavs reflected the impact of 
politics, Communist international trade is more subject to political 
influence than any of the national $\ stems of private property and free 
enterprise The state-owned trade of the Communist nations is partially 
directed by considerations of political advantage These nations neither 
need to break even nor to show a profit m all sectors of their economy 
at the same time, for thev have llie resources of the whole nation to 
support t’leir policies Tlie individual, pnvatelv-ow ned firms of the 
capitalist nations cannot afford to trade for political advantage. They 
cannot sustain continued losses on their transactions if thev are to 
stav in business 

Tlie struggle on the international scene between these two systems 
of trade is /if.cfy to grow more intense In the fong run the conflict wdf 
probably be decided bv considerations of the relative efficiency of ihs 
two svstems, bv their respective worth to the inhabitants of the world 
m terms of creature comforts, cultural and spiritual values and in the 
relative amount of freedom each pnmdes The modern student of 
international trade will no doubt ha^e to deal increasingly with the 
problems arising from this conflict 
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International Inequalities 

Peaceful international Telations are poisoned b\ the ineqv*ahties in 
wealth, income and stages of economic development among the nations 
of the world. Jealousies of some of the “have-not,” less dei’eloped, 
countries do not alnajs manifest themsehes in implemented programs 
of self-improNCment but ma\ be re\ea!ed m the vill to decrv the 
better-off nation, m displays of emotional nationalism, in the dislile of 
other peoples, or \enophobia International intercourse, cooperation 
and negotiation are hampered the harriers winch these nations erect 
and by their desire for self-assertion and recognition 

Steps taken toward the reduction of inequalities lie in the direc- 
tion of peace and easier mfernafion.il rehitions It is quite possible that 
the USSR and Communist China mil become more-tractable neigh- 
bors as their economies approach the lesels alreadi attained by oi.r 
ouTi for they ml) no longer need to belittl'» our .nccomplishments and 
will feel more secure m their dealings with us Other less developed 
nations will prove better and more convenient trading partners as their 
economies grow in strength The international trader, st.atesman and 
student can contribute to smoother world relations by viorking to raise 
the economic levels of their fellowmen in other lands, vvherevei diey are 

The Underlying Philosophy of Internationol Economics 

An important characteristic of the economic life of our day has 
been the shift in the objectives of the tr.ide of nations. OnK three decades 
ago it was deemed sufficient that the foreign trader pursue his own 
self-interest in arranging his intemdfion.il transactions The “invisible 
hand," popularized by Adam Smith guided these transactions so that 
the foreign trader m pursuing his o\v n goals also w orked m the interest 
of sociefj' He served the nation as well as himself 

Todav we .ire much more demanding We no longer leave it to 
chance, to coincidence or to the invasible hand to assure that international 
trade serves the national interest International trade must coincide with 
the domestic objectives of the economv It must .also serve the goals of 
the nations with which we trade We look to international economic-s 
to build, not only our own welfare, but that of our trading partners as 
well. Interralionai economic rchabons are now a tool in economic n.ition- 
building projects and are no longer evchtsivelv goals or ends in them- 
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and the unknown, the desire to relieve the monotony ot long-familiar 
goods, services and surroundings, the persistent call of man’s ego to 
play the business game on a larger diessboard and wth more pieces, 
man’s spirit of generosity, the needs of governments for reliable friends 
and allies send men to the four comers of the globe in quest of business. 
And, of course, economic mobves are always present— the self-interested 
search for higher profits, wages, interest, rents, royalties and security 
which incite men to trade abroad. 

Although the underlying philosophy of foreign trade may differ 
from domesbc in certain aspects and the qualities required by the 
successful foreign trader are not always those of the domestic merchant, 
it is easy to exaggerate the distinctions behveen foreign and domestic 
economic life There is a strong interaction between the forces which 
operate in the domestic economy and those which control a nation’s 
ejrtemal economy In fact, although economists often separate a coun- 
try’s inlern<il and external economies as a matter of convenience, in 
actual economic hfe no such distincbon exists. External and internal 
trade are but two aspects of the same thing—the national economy. 
Prices, costs, incomes, output, employment, wages, interest, inflation, 
to name but a few, affect the level and pattern of our domestic economy 
as well as our ability to trade and invest abroad. 

Such is the background of international economics and the setting 
in which it takes place This environment is largely man’s creation, and 
as such it can be changed by man The reader should bear in jnind that 
there is nothing eternal or Immutable in the laws or tendencies which 
govern the way in which our international economic relations function. 
They have changed importantly in the past and will doubtless con- 
tinue to change in tlie future. When these relationships no longer satisfy 
us, they can, and should, be changed. 

Definition and Classification of International Economics 

Definitton .of international economics International economics has 
for its field of study and pracbce the traffic in goods, services, gifts, 
capital and the precious metals as the ownership of these items changes 
from the residents of one country to those of another. It describes and 
analyzes this traffic as well as the laws, insbtutions and practices under 
which it takes place It draws inferences, develops tendencies and laws 
which condition the manner in which international transactions take 
place. 

It is but a part of the larger discipline, economics, and is a field of 
specialization of this subject The body of economics has become so 
complex that no one can hope to master all of it In consequence, it 
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is divided into groups of sub-disciplines to facilitate the mastery of 
parts of it. International economics is one of these parts. 'Note, how- 
ever, that many of the principles and theories of international economics 
are not only consistent with the general body of economic theory', they 
are but a spec'al application of these more general laws, 

International economics is both a sdence and an art. It is a science 
because it endeavors to establish a body of facts which shows the 
nature, charactenstics and properties of international relations and the 
relationships which exist among them. It establishes the laws, principles 
and tendencies which govern the bdiaiior of men as diey engage in 
foreign transactions. It devises techniques for discovering facts, the 
relationships among them as \\'ell as the elaboration of principles which 
may be inferred from their analysis. 

It is an art in that it utilizes bodies of fact and principle as the 
basis for pri\’ate and public actions, programs and policies as well as 
for the solution of problems which arise in the field. 

International economics can be dinded logically into certain groups. 
The foUou'ing schema presents one classification of the subject, others 
are, of course, possible It should be noted that this division is man-made 
and does not exist in international economic U/e itself. 


International 

Economics 


Descripbve Inlemahonal economics 


Analysis of international economics 


International economic theory 


International economic policy 


Applied international economics 


Historical 

Current 

Logical 

Empirical 

H>pothetical 

Scientific 

Public 

Pm’ate 

Public 

Private 


Descriptive international economics. Tlie bodies of facts uhich 
describe the institutions and practices of international economics, their 
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characteristics and properties are called descriptive international eco- 
nomics When the institutions and practices described are in the past, 
they are termed historical; when in the present, current. 

Analysis of international economics. The analysis of international 
economics is concerned with the drawing of inferences from established 
facts, laws, tendencies, their relationships and trends. When these in- 
ferences are drawm by processes of logical deduction from known or 
believed propositions the result is the logical analysis of international 
trade \\'hen the inferences are drawn by logical processes from newl)’ 
developed or discovered facts, either quantitative or other, the results 
constitute the empincal analysis of international trade. 

Theory of international economics International economic theory 
is developed as analysis >’ields inferences which permit the elaboration 
of laws, principles and tendencies which characterize international 
economic behavior. If there is a sufRciertll) conclusive body of fact to 
establish provable theories, scicnfi/ic intcmntfonol economic theory is 
developed If the body of fact is not sufficiently conclusive, hypothetical 
international economic theory is elaborated The distinction between 
scientific and hypothetical theory is important because it marks the 
frontier between positive knowledge on the one hand and belief on 
the other 

In this respect, international economic theor>’ does not differ from 
other economic theory or that of the other social discipbnes Much of 
the data needed to elaborate scientific economic theones are the by- 
product of private enterprise and are not available to the student But 
it should be noted that more economic facts are available to the public 
under private enterprise than under Communist and other directed 
economies 

Although both government and business publish much data of use 
to international economists, all that is needed for scientific work is not 
as yet available The factors in international behavior are so numerous 
that the solution of any problem in tlie field involv’es a large number of 
variables As yet values and magnitudes cannot be assigned to all of 
these vanables, and techniques for their anal) sis have not been devised. 
Under the impact of the work in the field, the bodv of scientific inter- 
national economic theory’ is steadily growing and that of the h>pothefical 
diminishing 

International economic policy Governments, in their operations, 
their economic relations with other governments and in providing a 
framework in winch private citizens cairv out international economic 
transactions, develop programs and policies which are embodied in laws, 
regulations, treaties and agreements This part of international economics 



a 


THi BACtCGSOUNO OF INTERNATIONAI ECONOMICS 


is termed public international economic, or foreign economic, policy. 

Private businessmen and firms likewise elaborate programs and 
policies for the conduct of their fordgn business relations. These guide 
business conduct, provide a backdrop against which projected actions 
and transactions are carried out and ev'aluated and are the foundation 
underljing international private business decisions. This part of the 
subject is called pricate international economic, or commercial, policy. 

Applied international economics Gov'emment officials and pris'ate 
businessmen use the body of international economic knowledge to pre- 
pare policies and programs, to solve the problems which arise in day- 
to-day work, to program actiWties and to develop projects Successful 
work in this field presupposes an e\tensi%e and intensive knowledge of 
international economics, for decisions based upon erroneous or incom- 
plete facts jield disappointment and error. This aspect of international 
economics is termed applied infcmctionol economics. WTien used by 
governments it is public; by pri\’ale citizens, private. 

International economics has had a long and interestirtg history' and 
has arrived at its present state of de\ elopment after many years of trial 
and error e.Tperience. Since knowledge of changes 0%’er the years is 
important in understanding the present world economy, the following 
chapter continues this introductorj’ survey b>’ pronding an histoncal 
sketch of its development. 


BIBLIOGRAPHY 

The following works are general treatises or textbooks covenng the whole 
field of international economics which are recommended as collateral reading 
to begmmng students of the subject 

Behnnan, Jack N , and Schmidt, Wikon E International Economics: Theory, 
Practice. Poficy New York Rinehart and Co . 1957 In addition to its 
emphasis on poltcv, this book contains a substantial amount of material 
dealing mlh the historical aspects of the subject It should prove useful 
to those who wish to place modem theoiy and problems of pohc}’ m their 
histoncal perspectises 

Bramard, Hany G Inlemational Economics and Public Policy New York: 
Heiuy Holt and Co , 19Si Hie xnajcr emphasis of this work hes in the 
field of public policy dealing with international economic relations. Since 
the author apparently regards relations among nations as a fundamental 
problem of today’s world, the theorebcal and desenptise aspects of the 
subject ha\ e been held to a minimum 

Enke, Stephen and Salera, ^'lrgll International Economics (3rd ed ) New- 
York. Prentice-Hall, Inc, 1957. Iliis book presents a balanced surxey of 
the entire field without emphasis on one aspect or another of interna- 
tional economics It is recommended to ro.iders who seek a bnef, com- 
prehenshe review of the field 
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Harris, Seymour E. International and Interregional Economics. New York. 
McGraw-Hill Book Co , Inc , 1957. This book concentrates upon certain 
aspects of the field and does not attempt to cover all of it. It contains a 
lucid exposition of classical international economic theory and emphasizes 
problems associated with the recent dollar gap and balance of payments 
disequihbn'a 

Heck, Harold J Foreign Commerce New York. McCraw-Hill Book Co , Inc., 
1953 The author first outlines the type and character of various inter- 
national transactions to render the theoretical and policy aspects of the 
subject easier to understand and less abstract There is less emphasis on 
theory than on pohcy and practice 

Horn, Paul V , and Gomez, Henry Inlematwnai Trade Fnnciples andFracUces. 
(4th ed ) Englewood Cliffs, New Jersey. Prentice-Hall, Inc , 1959 
Initially published m 1935. this Ireabse is one of the first in the field which 
IS still m use. It emphasizes the more practical aspects of the subj'ect and 
was apparently designed for those who feel the need for a minimum 
amount of theory and poLcy 

Killough, Hugh B . and Killough, Lucy ^V Inlernalional Economics. Princeton, 
New Jersey D Van Nostrand Co, Inc, 1960 This work presents a 
balanced treatment of international economic theory and policy. It contains 
sections on plans for postsvar stabilization and development, a discussion 
of Russian competition nnd possible future economic programs for the 
United States 

^/Kmdleberger, Charles P Intemalional Economics (Revised ed) Homewood, 
lUmois Richard D Invin. Inc . 1958 This is a work of considerable 
deptli which is especially strong in the theoretical aspects of the subject 
It should prove of value to students interested in mastenng the funda- 
mentals of international trade theory 

Kramer, Roland L , d'Arlin, Maunce Y . and Root, Franklin R International 
Trade Theory, Policy, Practice Cincinnati, Obao. South-Western Publish- 
mg Co , 1959 Divided into three parts-lheorv, policy and practice-this 
work gives more emphasis to the practical aspects of international eco- 
nomics than most works m the field Its analysis of the role of the United 
State.*! in the international economy is of interest 

Krause, Walter The International Economy Boston Houghton Mifilm Co, 
1955 The emphasis of Professor Krauses book is directed toward prob- 
lems and policies rather than history and theory Well and compactly 
wntten, it presents a concise broad view of the subject 

Peck, H Austin International Economics New York Thomas Y Crowell Co , 

1957 This work presents a short, general treatment of the entire field 
designed for those with but an elementary preparation in economics In 
addition, it contains a discussion of some of the more important contem- 
porary problems in the field 

Schelling, Thomas C International Economics Boston Allyn and Bacon, Inc , 

1958 The book places its principal emphasis on intemabonal economic 
policy The chapters on intemabonal payments and on the mulbpher 
theory are especially sbong and these topics are comprehensively treated 

Snider, Delbert A Introduction to International Economics (Revised ed ) 
Homewood, Illinois Richard D Irwin, Inc , 1958 An unusual feature of 
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this work is the extent to which the aullior has joined theoretical and 
empincal analysis Considerable attention is also devoted to the problems 
of intemahonal equilibria and balance of payments adjustment. 

Tarshis, Lone Introduction to Intemationdf Trade and Finance. New York: 
John Wiley and Sons, Inc , 1955 This book dei-elops the necessary eco* 
nomic theones as U proceeds and is well designed for readers wnth a 
minimum background m economic theory Emphasis is on analysis and 
the solution of problems in the field 

Towle, Lawrence W International Trade and Commercial Policy New York. 
Harper and Brothers, 1936 Problems of economic theory and pohcy are 
well treated in this work which bnngs into relief numerous contributions 
found m monographs and review articles 

Young, John Parke The International Economi/ (3rd ed ) Neiv York: “Ihe 
Ronald Press Co , 1951 Especially strong m descriptive and histoncal 
treatment, this work presents a comprehensive and vvell-balanced view of 
the entire field The scholailv chapters on the history of international eco- 
nomic theory and pohcy are especially valuable. 
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Historical Sketch of 
International Trade 


*Behold then the true form and worth of Forraign Trade, 
is, The great Revenue of the King, The honour of the Kingdom, the 
Noble profession of the ytcrchant, The School of our Arts, The supply 
of our wants. The employment of our poor. The improvements of our 
Lands, The Nurcery of our Mariners, The Walls of the Kingdoms, The 
means of our Treasure, The Sinnews of our wars, The terror of our 
enemies For all which great and weighty reasons, do so many well 
governed States highly countenance the profession, and carefully cherish 
the action, not only wnth Policy to encrease it, "but also widi power to 
protect it from all forraign injuries' because they know it is a Principal 
in Reason of State to maintain and defend that which doth Support 
them and their estates."* 

Thus did Thomas Mun, one of the leading British Mercantilists, 
explain the role of trade in the welfare of nations. The economic etyian- 
sion of the moden. world began with the growtii of trade which brought 
about an increase in industry and finance. Modem capitalism received 
its early stimulus from trade rather than from industry. Without the 
developments in world trade the societies in which we live ivould be 
far different from what they are today Modem economic organisation 
owes much to the innox’ations, the imagination and the wnture spirit 
of the traders to foreign lands of yesteryear. 

International trade is, in part, a matter of definition. In die days 
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of primitive man. barter among adjoining tribes Tvas doubtless inter- 
national commerce to tbe people of those times. In the Middle Ages, 
trafBe between nearb)’ manors and towns was considered to be foreign 
trade. Today, our concept has broadened and we consider it to consist 
of transactions between residents of different countries. There is some- 
thing arbitrar\' about such a definition because national boundaries are 
man-made, they ha\*e been brought about by the events of histor>’. For 
example, had Ae Confederacy been successful in its bid for secession 
from the United States, trade between the North and South would have 
been international instead of domestic trade. 

Trade in the Ancient World 

Archaeological artifacts and legends afford prima facie esadence 
that primitive man engaged in trade Excavations of Abrahams cit>' of 
Ur of the Clialdees indicate that the inhabitants may bai'e traded as far 
east as the Pamirs of central Asia for lapis lazuli and as far west as 
SjTia for silver. The Arabs, Chinese, .Africans, the peoples of the West- 
ern Hemisphere, among others, hax’e a liistory of trade which goes 
back almost as far as the history of these people themselves. 

Crete and P/iocnida The people of the island of Crete anpear to 
have been among the first to engage in maritime trade. Tlie)’ carried on 
commerce in gems, potter), works of art. nory and textiles with the 
Aegean area, Eg>'pt and Sardinia Tins trade lasted from about 2500 to 
1500 B,C. Cretan leadership m trade drew to a close nath the nse in 
power of a Semitic people, the Phoenicians, who inhabited the eastern 
shores of the Mediterranean established *he cities of Carthage on the 
North Afncan coast and Txre and Sidon in Sina, created colonies in 
Malta, Sicily, and Sardinia and excelled in the art of shipbuilding and 
nangation 

Natural mountain barriers, which hindered the extension of ox’er- 
land trade, forced the Plioenicians to take to the sea For about 500 
years thex earned on trade along the shores of the Mediterranean, the 
BkacX Sea. through tlu* PiUars of Herciiles, along the roast of Africa and 
with India Phoenician erpotfs included glassware, siher. brass and 
gold articles and dyes, the most important of which was the purple 
or murex dve j-ielded bx rare shell-fish found along the Phoenician 
coast In return, thex receixed fine linen and gram from Eg>’pt, fabrics, 
bronzes and slaxes from Greece and ixon' from Cx^rus Carthage, with 
which the Phoenicians had an acth^e trade, supplied skins, horns leather, 
ebony, gorillas and guinea fowl, while the mines of Spam proxided 
silx'er, tin, iron, and lead. Although coins were m existence, barter xvas 
the chief trading method used bx this people. Phoeiwci-.n pi.\ er and 
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importance in trade declined as a result of international dissensions, 
attacks by land powers, and the rise of Greece. 

The Greeks and Romans Almost imperceptibly the Greeks rose 
to commercial prominence and gained the place formerly held by their 
teachers, the Phoenicians. By 500 B C tlie maritime supremacy of the 
Greeks uas widely recognized They colonized extensively in Asia Minor, 
Italy, Sicily, Spain and France. Antioch and Alexandria, each boasting 
of populations of over 200,000, rose to importance as Greek trading 
centers Their imports included gold from Thrace and fish, grain, iron, 
tin, lead, furs, hair, wax, and slaves from countries bordering the Black 
Sea In exchange, they exported figs, honey, olive oil, pottery, fabrics 
and metals The Greeks differed from iheir predecessors, the Phoenicians, 
in that they developed the natural resources of their colonies and made 
them centers of cinlization and industry. The contributions made by 
the Greeks in the cultural sphere were in a large measure irfade possible 
by wealth derived from tiade. 

The Romans were less inclined toward trade than the Greeks. For- 
eign commerce, however, became a necessity to support Rome’s rapidly 
increasing population Some authorities hold that the Pax Rcmiana, which 
began in 29 B C and lasted for over 200 years, was Rome’s greatest 
contribution to trade In any event trade flourished during this period. 
Goods which the Romans traded at that time included Egyptian coin, 
papyrus and flax and Grecian marble, from France and Spain came 
silver, gold, iron, copper, wheat, wool, wine, oil, wax, dyes and horses; 
northern Italy supplied pitch, hogs and millet, furs and iron came from 
Germany while perfumes and other luxuries flowed in from the Orient. 
Rome's commercial decline may be explained by many factors, among 
them a steady depletion of capital, governmental interference in eco- 
nomic life, extensive doles to the poor from public storehouses, the 
support of expensive public games, and a deterioration in the character 
of the Roman people. 

ByzmitiHc Irndc Rome fell m the last quaitex of the fifth century 
A D , paving the ivay for Consfanbnople’s ascendency to commercial 
importance. The middle of the seventh centur>’ witnessed the rapid 
extension of the Moslem faith The Saracens believed in conversion by 
sword and captured Antioch and Alexandria Thei dominated Persia, 
Eg\ pt. Svria, North Africa and even invaded Spain In addition to these 
conquests they carried on peaceful trade with India, China, and Sicily. 

Among the exports of Constantinople and the Black Sea area xvere 
porcelains, oil, fabrics, drugs, gold, carx’ed ivories, spices, fruits, silk 
and weapons The pnncipal imports from Europe consisted of linen, 
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woolen goods and metal articles. There was a marked decline in this 
trade after the fall of Constantinople to the Turks in 1453. 

The people of Constantinople made important contributions tO'the 
development of finance, banking and insurance. Promissory notes were 
used and credit for trade was available at reasonable rates. The monetary 
system was good and conducive to business while the measure of free- 
dom which traders enjoyed was, for the period, relatively large. In addi- 
tion, the Saracens held trade fairs and made important contributions 
to science and learning. 

The Middle Ages 

The civilization which the Romans created in Europe after the 
conquest hy Julius Caesar was relatively advanced and included a 
flourishing agricultural and urban life. Hie Romans brought rvith them 
their customs, laws, culture, architecture, engineering, roads and lang- 
uage. Although there was some trade under the Roman domination, 
commerce was not an outstanding feature of the Gallo-Roman civilization. 
Almost from the start of the Roman occupation of Europe, their rule 
was threatened by the barbarian tnbes to the east and the north. In 
the last half of the fifth century A.D. these baibanc hordes moved south 
to break through the cordon of imperial Rome, until the city itself was 
taken in 476 A.D. Roman civibzation was crushed and the long centuries 
of the Dark Ages settled over western Europe. 

500 to 1000 A.D Chronologically, the medieval period, or the Middle 
Ages, IS usually regarded as extending from 500 to 1500 A.D. and forms 
a bridge behveen ancient and modem times. The Middle Ages can be 
convenient!}' divided into two penods, 500 to 1000 A.D. (the Dark 
Ages), and 1000 to 1500 A.D During the former, the chief manufactur- 
ing centers of the world were to be found in the Orient Trade during 
this period was seriouslj’ hampered by obstacles to transportation such 
as large tracts of uncleared land, unfordable, poorly bridged streams, 
and inadequately maintained highways The dominant political institu- 
tions were feudalism and tlie manorial sistem An outgrowth of the 
disintegration of empires, feudalism andtlie manonal system were "based 
upon economic and political self-sufficiency The poiverful lords erected 
trade barriers m the form of edicts requiring the payment of tolls and 
customs duties Migration and travel were often restricted or prohibited. 

The Church exercised its poweii not only in spiritual matters but 
m political and economic affairs as well While the Church preached 
the doctnne of the )ust price and just xvage, as a result of its hostih^ 
to business the progress of commerce was impeded. The concept of 
profit was anathema, one man’s gam was leg.iTded as another’s loss. 
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Interest pajTnenls were classified as usury, and the functions of the 
m&rchant were regarded as nonproductive. The Church appealed to 
the ascetic nature of man, endorsing self-denial with obvious effects 
on commercial development. 

Agriculture under the manorial system was the leading, if not the 
almost exclusive, occupation of the inhabitants of Europe. The flourish- 
ing Roman towns and urban life all but disappeared. There was, how- 
ever, a small volume of trade between the manors and the remaining 
to\vns and surrounding countryside. 

1000 to 1500 A D —emergence of o town economy. At the close of 
the Dark Ages the old Roman towns began to grow, new towns sprang 
up at the intersection of routes as ambulant merchants started to ply their 
trade Others were established at port locations, while some came info 
existence around the monasteries. With the growth and development of 
cihes a slow transformation took place in medieval economic organiza- 
tion In the towns, industry, trade and finance began to flourish, and the 
agricultural character of economic life was diversified by these additions 

During the period 1000 to 1500 A D commerce was recognized as 
a legitimate occupation Industry and trade were organized under the 
guild system Each guild had a monopoly over a given trade or craft in 
the town in which it was located These associations were formed volun- 
tarily by craftsmen and merchants to protect themselves against com- 
petition from the outside They were an important organic force in the 
cities because guild and city government amounted at one time to virtu- 
ally the same thing Guild members were given the exclusive privilege 
of trading or manufacturing within a gwen to^yn. and each guild regu- 
lated its affairs much as it pleased. Merchants, instead of being con- 
sidered of the lowest social rank, were endowed with some dignity after 
the establishment of the guilds 

In addition to the guilds, some towns possessed market places, and 
certain regions, fairs Markets were generally held for one day only; fairs 
usually continued six to eight weeli, depending on local customs. The 
markets provided urban agglomerations with necessary farm products 
The city dwellers, not far removed from agncultural hfe, hved in dread 
of being cut off from the products of the farm and feared starvation 
Local markets were, accordingly, regulated to assure a steady Bow’ of 
essential farm goods, fairly distributed and sold at prevailing competi- 
tive prices 

The fairs provided the various regions with products which were 
not ordinarily available locally Merchandise from other towns and coun- 
tries were brought in by ambulant merchants who travelled from fair to 
fair This traffic was the principal type of foreign trade of the period. 
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The fairs also presided cultural and amusement attractions which sers'ed 
to broaden the limited horizons of medieval man. The prominent fairs 
of the Middle Ages included the Stourbridge and St. Ives fairs in Eng- 
land; Marseilles, Lyon and Paris in France; and the Leipzig, Frankfurt 
and Hamburg fairs in Germany. Trading at these fairs was generally 
unrestricted, in contrast to the prerailing regulation of local toivn trading. 

The Ualian city-staics. The rise of the Italian cities to cultural and 
economic importance was partially due to the Crusades. These holy wars 
affected the cities primanly in two ways. Economically, food and supplies 
were needed by the Crusaders, and the independent cities of Genoa, 
Florence, Venice, Naples,' Milan and Pisa supplied these wants. Cultur- 
ally, the interchange of ideas, traditions and customs between the East 
and the West spurred the output of man’s mind and spirit 

As a result of its contacts with the East, the West awakened from its 
long slumber. Extensive trade \%ith the East gave money new importance 
and barter was slowly replaced by a money economy. Several cities took 
on special importance in this new development of trade. Genoa had 
developed commercially in Roman times and the Crusades enhanced its 
position. It carried on profitable trade vsllh northern Africa, Germany, 
Flanders, southern France, Asia Minor and Greece. Its later downfall 
came about as a result of internal dissensions and Venetian competition. 

Surprisingly enough another Italian city involved in this grtywing 
trade, Florence, located in central Italy on the Amo river was not a 
seaport The >ear 1421 uitnessed a turning point in Florentine history 
when it acquired the port of Livorno and shifted the source of its wealth 
from manufactures to commerce and navigation Prior to 1421 Florence 
had attained international renown for its silks and woolens and later its 
industry produced ]e>%elry, pterfumes, mosaics and glassware. Some of 
its importance, ho’Aever, stemmed from finance Florentine bankers 
enjoyed a practical monopoly of these operations during the Middle 
Ages, and foreign royalty often effected loans through them These 
bankers performed many functions— deposit, discount, lending, and for- 
eign exchange. 

Of all the Italian cjtv-states, Venice was the most important com- 
mercially The origin of the ciXy may be traced to the fifth centur>’ bar- 
barian iniasion of the Adnatic coast when the inhabitants fled to a group 
of islands at the head of the Adriatic Gulf. In the beginning these people 
earned their hs-ing by making salt and as fishermen. Venice later sent 
ambassadors to the East and pa^ed the way for lucrative commerce with 
this area In addition to being a focal point for Eastern and Western 
trade the city also possessed certain manufactures, namely silk, glass and 
fine weapons. 
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Venetian commerce was subject to strict governmental control. Exact 
routes, ports wth which to trade, length of the voyage, number of sailors 
per vessel, make-up of cargoes and prices all came under governmental 
supervision. As was the case \vith many Italian cities of the Middle Ages, 
domestic dissension weakened Venetian power, but its final eclipse may 
be attributed to the discovery of a ne^v sea route to India via the Cape 
of Good Hope. 

The Hanseatic League. In contrast xvilh the cities of southern Europe 
which were frequently warring with one another, the principal cities of 
northern Europe chose to urate rather than to fight. Of the many unions 
formed the most important was the Hanseatic League. Initiated in 1241 
when an alhance was formed between Lubeck and Hamburg, the original 
purpose was mutual protection against piracy Once piracy had been 
suppressed, the League members negotiated commercial treaties with 
various states in order to obtain privileges which ultimately made possible 
a virtual monopoly m some aspects of the trade Nvith these areas. 

As a result of these negotiations the League was given the privilege 
of incorporating on foreign sod, notably in England and Russia. It became 
so powerful that it was able to dictate to lords and kings abke on com- 
mercial matters and to formulate its o^vn trade regulations. Its trade 
included wax, hides, corn and leather from Russia, woolen textiles from 
Germany, iron, timber and fish from Scandinavia, wool, tin, and hides 
from England and fish, skins, honey and copper from the Netherlands. 
Internal strife coupled with pressure from the English, Dutch^ and 
Scandinavian countries brought about the downfall of the Hanseatic 
League in about 1630 

The Hanseatic League may be regarded in some respects as a great 
commercial state It had its own parliament, courts, fleets, and army. 
Vessels of war usually accompanied the merchantmen of the League on 
their voyages for protection against pirates The participating merchants 
did not trade as private individuals but as members of specific merchant 
guilds, and the privileges whidi the League gained through its negotia- 
tions were available only to the membership of the associated guilds. 
The Balbc and the North Sea were the principal areas where its members 
traded 

The merchants of the Hanseatic League prospered and many 
amassed considerable fortunes Hus increase in capital accumulations 
was destined to play an important role in the development of the capital- 
ist system for, until the emergence of a wealthy trading class, the capital 
of Europe consisted largely of land and agricultural equipment. Hie 
merchant and craft guilds of the medieval cities did not lead to large 
savings, they aSorded their members little more than a living according 
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to the standards of the day. The funds which the members of the Han- 
seatic League and the other well-to-do traders of the time w’ere able to 
amass, however, provided venture capital for the economic expansion of 
Europe which was to take place later during the Mercantilist revolution. 

Means of payment. Although coined money w’as in use in some places 
the early traders did most of their business on a barter basis. Gold and 
silver in the form of uncoined bars, exchanged on the basis of weight, 
\\ ere known to the Egj’phans and Babylonians some three or four thous- 
and years B.C. In the Mediteiranean countries, especially Lydia, coins 
were used as earlj* as 700 B C The inines of Croesus supplied the gold 
for the coins which this king minted. These early coins were stamped to 
show their weight and often the wei^t gave the com its name. A seal 
certified to the fact that the pieces were genuine The use of money was 
considerablj’ extended b)' the Persians and the Greeks and the cit>' of 
Athens organized several monetary leagues wnlh other Greek cit>'-states 
to consolidate and improve their monetary systems Money in the form 
of both corns and paper was used by China at an 'early date accordmg 
to the reports of the Venetian traveler, Marco Polo. 

During the Middle Ages money w-as widely employed, some of it 
was issued by kings, others by important lords and bishops and some by 
private individuals. The monetary sj'stems of the Middle Ages suffered 
from several defects. There was a lack of unifonnit)’ in the systems and 
a wide v’anet)' of coins of different tvpes, values and condition was in 
circulation. There was cot a sufBcient increase in the volume of metalhc 
money to sustain the currency outflows to the East and the increasing 
indusby and commerce of the period Debasement of the coinage was 
widel)’ practiced. The diversity of iiione}'s in circulation gave rise to 
money changers who phed their trade in the principal commercial centers 
of each countrj’. There was a genuine need for their services, without 
them the monetary’ systems would have restricted commerce considerably 
more than tiiey did. 

Because of the relative shortage of money, its value rose while prices 
fell. These facts help to explain the search for the precious metals, which 
was a leading motive of the voyages of discover}’ and exploration which 
charactenzed the period of the Mercantilists Although credit was not 
extensively employed during the Middle Ages, there was nevertheless 
some available which was frequently used for purposes of consumption. 
The Jews, who were forbidden to own land and to enter many of the 
trades and industry of the day, tamed to money lending. Later, the 
Lombards, Florentiries and Venetians, as well as Germans entered the 
money-lending and banking fields and joined the Jeus m this traffic The 
Italian bankers, among them Ae Bai^ Medici, and Peruzzi families, 
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changed and Waned money, received deposits, and utilized bills of 
exchange In Germany the Fugger family, after having built a successful 
textile business, engaged in mtemational finance on a large scale. Many 
of these bankers had agencies or branches in the principal commercial 
centers of Europe, the financial center of London is still knosvn as Lom- 
bard Street from the place the Lombard bankers used as the center of 
their operations 

The Mercantilist Revolution 

In 1453, the Turks captured Constantinople, and this conquest dis- 
rupted trade behveen the East and West. If the thriving trade which 
Western Europe had developed was to continue, nesv trading areas and 
routes had to be discovered In addition, stories of traders and travelers 
stimulated interest in traffic with China, India and Africa. At the same 
time venturesome navigators and explorers sailed to greater and greater 
distances In 1492 Columbus sailed to the New World, and in 1499 Vasco 
da Gama completed a voyage to India around the Cape of Good Hope. 
In 1497 John Cabot sailed from England and is believed to have reached 
the shores of Newfoundland by the way of Iceland. The gold which the 
early explorers brought back stimulated interest in the search for the pre- 
cious metals and served to promote voyages of discovery and exploration. 

Discovery, exploration and trade Spain and Portugal took the lead 
in sponsoring maritime voyages to seek new lands, sources of the precious 
metals and opportunities for trade Spam pushed programs of e^loration 
and conquest in the New World during the sixteenth century and was 
successful in exploiting gold and silver mines in the Western Hemisphere. 
As a result large quantities of both metals flowed into Spain. Since Spain 
held most of the mines discovered by European nations and had the 
largest stock of precious metals, the other nations of Europe faced the 
problem of obtaining specie from the Spaniards. The means employed 
consisted of piracy, war and the balance of trade mechanism Mercantilist 
authors in England, Fiance and Italy reasoned that if their nations could 
attain a surplus on their merchandise and services account in trade svith 
Spain and other countries, those countries would have to ship them spede 
to liquidate their deficits As a result of the successful application of this 
theory, the spede which onginally flowed into Spain was subsequently 
distnbufed among the counfnes of Europe. The money in circulation in 
Europe increased and prices rose an estimated 600 per cent during the 
sixteenth century. 

The precious metals were not the only attraction of the new 
colonies and trading centers. From thq Americas, tobacco, corn, beans, 
quinine, tapioca and potatoes flowed to Europe That continent exported. 
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in return, hardware, wheat, powder and cloth. Ruthless colonial policies, 
administrative mismanagement and the wars of the period led to the 
decline of Spain s position as the leading European power and colonial 
empire. Holland, England and FVance assumed the leadership lost by 
the Spanish. 

Commercial organization. The medieval tj-pes of business organiza- 
bon uere not well adapted to the commerce which grew out of these 
discoveries and expilorations. The new trading \entures required large 
amounts of capital, far more than most pn^ate individuals could afford. 
Trading voyages tool; a long lime to consummate, sometimes several 
%ears. Trade n-as also dangerous because navigation was still relahVely 
in its infancy The clumsy vessels did not fare well in foul weather, 
piracj’ was rife, and the peoples of the overseas trading areas were not 
ahvavs docile. These conditions made imperative the d^'^lopnient of 
neiv forms of business adapted to these circumstances 

Fortunately, certain past business institutions provided guides for 
the development of new forms of enterprise capable of meeting new 
trading requirements Among the older forms of business enterprise 
which had long been used bv Mediterranean traders w’ere multiple part- 
nerships vMth several active partners, the conunendn. vvith some active 
and some silent partners, rcsponifcntia or cargo loans, bottomry loans on 
the vessel and other sea loans where the lender would only be repaid or 
given a share of the profits if the voyage were successful The notion of 
the corporation with its separate legal personalitv and limited liability 
was also known to the Mediterranean traders In addition, experience of 
the Hanseatic League and the medieval guilds showed what could be 
done b\ associations of businessmen operating under monopolv conditions 

Institutions for concentrating capital and for meeting other require- 
ments developed from this earlier experience In England, two principal 
forms of enterprise arose the regulated compani and the joint-stock 
company Regulated companies were associations of independent traders 
such as the Muscovy Companv", the Eastland Companv, the Levant Com- 
pany and the Merchant Advenhirers, where the association obtained 
monopolv rights to the trade of certain specified areas Members pooled 
their resources to buy or lease ships and traded under the rules estab- 
lished by the association. Each member of the organization traded on his 
own account This form of orgaTnz.ition was an improv ement ov er older 
forms of enterprise, but it was not completely adapted to the needs of 
the daj Competition was keen among members, no single trader had 
sufficient capital to exploit adequately the business opportunities offered, 
internal quarrels and dissension frequently brought about the dissolu- 
tion of such associations 
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An alternative form, the joint-slocik company, rose to importance 
early in the seventeenth century. Under this form of organization an 
enterpriser or a group of enterprisers created a type of business corpora- 
tion and invited potential investors to purchase shares in the company. 
These companies had a monopoly of trade with a given area, and as the 
regulated companies were dissolved they were granted the monopolies 
formerly held by the latter as well as rights in new areas. These firms 
were endowed with a greater degree of corporate personality than the 
regulated companies In case of failure the creditors of the company 
could not call upon the stoclchoWers to pay for losses beyond the amount 
of their original investment The shareholders received a proportion of 
the earnings, they could benefit by the increase in the market value of 
their shares; they were part owners of a valuable business property. 

The emergence of the joint-stock company was an important busi- 
ness innovation It tapped the savings of large numbers of people and 
helped to put small accumulations of capital to work in trade. These 
corporations had perpetual bfe, gave continuit>’ to business operations 
and permitted the formulation of long-range business policy. Since an 
Investor could sell his shares, an active market in securities developed in 
the commercial centers of Europe These markets later became the stock 
exchanges wbch aided In the development of capitalism by providing 
a mechanism whereby capital could be draNvn into and out of business 
with dispatch and at low cost. 

Money and credit under Mercantilism As already noted the stock 
of metallic money increased greatly during the Mercantilist revolution. 
A new form of money also made its appearance in Europe: credit money. 
Two sets of circumstances contributed to this development. Transactions 
of traders frequently involved transfer of large sums of money. Since 
secunty and police protection were not well organized, each person was 
obhged to provide his own protecbon. Hence, businessmen conceived 
the idea of depositing their money in certain centers which were well 
guarded and, when they had debts to discharge, issued written orders 
on these depositaries to make payment to named individuals. If the payee 
also had an account with the same depositary, transfer was made by 
debiting the account of the payer and editing that of the payee. If the 
payee did not have an account, he could take his order ( a form of check) 
to the depositary and receive metallic money in payment. 

These depositaries discovered that it was not necessary to maintain 
all of their deposits in cash Reserves of 100 per cent were not needed 
because all of the depositors did not demand repayment at the same 
fame and as payments were made fresh deposits often were also acquired. 
These institutions started to issue notes, to lend some of their reserves 
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at interest and found that they WCTe able to remain liquid by maintain- 
ing fractional resen’es. Thus the prindple of resert’e banking was bom. 
Banks maintained partial reserves against both their deposit and note 
issue liabilities. They gradually dex-eloped the functions of commercial 
banks. In England these banks grew out of some of the financial opera- 
tions of the gold and sil\'ersmiths who were well equipped to safeguard 
deposits of monej*. In Amsterdam some businessmen created a depositan.’ 
w^ch later became the Bank of Amsterdam, and in Italy the Bank of 
St. George traced its origin to similar practices. 

From these beginnings, banking spread to many (Ximmercial caters 
of Europe where pn\'ate banks were cbarterecL The growth of com- 
mercial banking served to increase the amount of credit available and 
the high interest rates of the Middle Ages decdined substantiaDy Money 
lending not only beciame institutionalized, it also became respectable. 
Canon law prohibitions on interest taking were no longer enforced and 
were later abandoned. The banks contributed to the amount of capital 
a\’ailable and engaged in foreign exchange and collection operations as 
w*ell as in deposit banking and lending. Thus, -in addibon to the increase 
of metallic money, the Mercantilist epoch was characterized b>’ the 
development of paper money and cred.it. As one result of the substantial 
increase in the volume of both metallic and paper mone)', the commeraal 
les'olution was a period of nsmg pnces and declining value of money, 

Industry The Mercanblist revolution was largely commercial in 
character and trade was the dnvnng force of the penod. Industn’, instead 
of being the bellwether of the movement, was but a follower. The inaeas- 
ing business carried out by the trading companies called for larger out- 
puts of gcxids to be used as exports and industrial producboo gre%v to 
meet this demand. 

The countries of Europe endeavored to outdo one another m the 
industrial fields. Louis XIV of France, notably, made efforts to entice 
artisans from Italv and other countries to come to France and establish 
new* industries. Inducements were offered these prospecti\e industrialist 
immigrants in the wa)’ of monopolj", capital and royal patronage. Rii-al 
countries soon oSered similar tnoeati\ies. The ae%r radusfties were organ- 
ized generall) outside of the guild si'stem which was progressively 
weakened and final!)’ disappeared. Other attenlpts to foster industry 
were made by giving ro)’al patents of monopoly to certain indiiiduals, 
often court favorites, and some industries were encouraged by the invest- 
ment of royal capital as well 

Political and social changes. Gustav Sdimoller, in The Mercantile 
System and Its Historical Signi^cunce, has termed Mercantilism a system 
of state-building. The period was characterized by the desire of the rulers 
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to consolidate their pouer, to weaken that of the lords, to develop and 
improve their economies, to inarease the wealth and income of the people 
and to extend their authority over colonial domains. Their approach to 
these problems was partially negative, partially positive and constructive. 

The negath e aspects of these efforts centered around the idea that 
all nations were riv als, that one nation could only or most readily become 
wealthy at the expense of other nations. Anotlier negative aspect was the 
attitude of the metropolitan countries toward their colonial possessions 
which were regarded as outlets for the products of the metropolis and 
sources of its imports. The efforts of the kings to develop trade and 
industry within their domains and the discovery and exploration of new 
lands were constructive approaches to the problem of state-building. 

Large profits made in trade and induslrv' served to strengthen the 
power of the emerging middle class or bourgeoisie. The class which owns 
or controls the most important productive resources is sometimes held to 
be the ruling class Before the commercial revolution the primary re- 
sources were land and capital associated with agriculture. These were 
owned by the aristocracy which was then the niling class. With the com- 
mercial revolution the importance of mercantile and industnal propertj 
began to assume a new importance This growing commercial and indus- 
trial capital, owned by the emerging bourgeoisie, aided that class in its 
long struggle with the aristocracv for power 

In the conflict benveen landlord and bourgeois, one might think that 
the kings would have sided with the aristocrats, since they were aristo- 
crats themselves and their attitudes and philosophies were largely those 
of that group However, in order to concentrate their own authority the 
kings felt that it was necessary to weaken that of the landed aristocrats, 
and consequentlv they supported the rival group, the bourgeoisie, in its 
bid for power The kngs were also aware of the fact that the middle 
class was making a major contribution to the increase in the w’ealth 
and mcome of the realm The period of NfercantiLsm therefore marked 
the beginning of the decline of aristocratic societies and the emergence 
of those dominated by the middle class 

Government regulation of economtC life Mercantilism is frequently 
called the regulated system because of the extensive government controls 
over bus ness life which w ere in effect at that time Mercantilists believed 
that a nation, hke an individual, became wealthy in proportion to the 
amount of money or'specie which it held. Accordingly government regu- 
lations w'ere designed to attain an export surplus which was termed a 
favorable balance of trade and which would be payable in specie by the 
nations with balance of trade deficits or import surpluses Some of the 
regulations took the form of tariffs levied on the imports of manufactured 
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goods while others encouraged the export of manufactures. Since the 
Mercantilists did not think that an economy %vould function in a satis- 
factor}' manner uithout goT'emment inters'ention, they regulated many 
other aspects of economic activit}*. Some of the controls which were 
instituted were favorable to business, especially manufacturers and ex- 
porters. Agriculture, labor and the consumer were often sacrificed in 
what was held to be national interest. In time these regulations provoked 
a reaction against their excesses and were one of the reasons which led 
to the ultimate downfall of the sj'stem. 

Cultural changes. The introduction by traders of man}' new products 
into Europe was a matter of some significance and served to broaden 
European culture and to imprc\'e the health of the people. Tales of 
returned traders and travelers and new books dealing with strange lands 
and other ways of life uidened horizons, stimulated the imagination 
and fostered the spirit of innovation. 

Tnvo events which occurred during the commercial rexolution tended 
to reinforce these changes: the Renaissance and the Refonnation. They 
were not primarily economic in tharacter, but they had important effects 
upon economic life and their repercussions were felt in foreign trade 
The Renaissance affected man’s intellectual actii'ities. art, literature and 
science It had its center of interest in the classics of Greece and Rome 
and represented a trend away from scholastic philosophy and theolog}'. 
In the field of literature it represented a renewal of interest in the classics 
as w ell as in the creation ‘of new hteraiy forms, in art it was characterized 
by a shift of interest away from theological scenes to those of actual life, 
in architecture it fostered interest in lai- rather than religious buildings; 
in science il encouraged reliance upon observation and the development 
of principles from observed facts rather than by deduction from the 
^vvorks of the Church Fathers or classical authors such as Aristotle 

The Reformation reduced the authority of Catholic Chnstianit)' and 
created nval religious organizations ^\'hjle the Church was opposed to 
interest taking, favored the status quo, looked with disfavor upon the 
accumulation of wealth and favored povert}, the new Protestant sects 
allowed greater leewav m the pursuit of wealth, the accumulation of 
capital, the creation of business ventures and contributed to the economic 
expansion of the commercial revolution by the adoption of more tolerant 
attitudes low ard business activjlv'. 

Effects of the Mercantthst Reiolution Modem capitalism stems 
from the Mercantilist penod with its growth of trade, industrv and fin- 
ance; the emergence of highly capitalized business units; the creation of 
die modem corporation and bank; die appearance of new tradmg tech- 
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uiques and the means of financing this trade; the development of new 
laws and customs of international trade. 

At the same time Mercantilist authors developed theories which ha\e 
ennched the science and the art of economics. They described the role 
of foreign trade as a stimulator of economic development. Although some 
of their strictures concerning the advantages of an increased stock of 
specie were more doctrinaire than scientific, their general position on 
money was sound and some of their theories concerning the work that 
it performs recall the later writings of Lord Keynes. The Mercantihsts 
were well aware of the fact that increasing amounts of money might 
serve to bring about a rise in prices, they understood the advantages of 
low interest rates, and they opposed the evils of industrial monopoly. 

The Mercantilists not only ennched the body of economic theox)', 
but they made contnbutions to the folklore of capitalism by stressing 
the advantages of this form of economic organization and by showing 
what could be expected of if The rise to pow er and importance of the 
businessman began during this commercial revolution. Since the net 
benefits of international trade could be measured by the balance of 
trade surplus, businessmen were partially responsible for the increase in 
the w ealth of nations because thev contributed to this surplus The profits 
of businessmen w ere a rough measure of their contribution to national 
wealth The difference between the value of their imports and exports 
afforded a rough means of calculating at once their gross profits and the 
amount thev' contributed toward the growth of a fav’orable balance of 
trade To a certain extent business profits became synonomous 'vith 
national prosperitv and national wealth was held to grow as profits 
increased Without the doctrine of the advantages of a favorable balance 
of trade some of the prestige and status of business would be wanting 
today 

The Industrial Revolution 

The Industrial Revolution consisted of the development of machinerv 
to perform the work done by man with hand tools and the applicaticm 
of power, water, steam and electricity to drive the new machinery. It 
started m England for a variety of reasons Important deposits of coal 
were found there. Britain was relatively peaceful compared with the 
continental powers, itj low- wages augured w'ell for high profits. England s 
break with the Roman Catholic Church lemox’ed some moral restrictions 
on business and its earlv investments in quantity output industries 
oriented production to the mass markets. 

Beginning of the Industrial Reoohttion The Industrial Revolution 
began with technological advances m the texhie industry. The flying 
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shuttle was devised and made weawng easier and more rapid. The spin- 
ning jenny, mule and new carding machines helped the weaving industry 
by creating cheaper and more abundant supplies of thread. In the ferrous 
industries new methods of metallurgj' were discoT’ered which decreased 
the cost of iron and steel. Important discmenes in chemistr>’ added new 
products and created new industrial processes The invention of the 
steam engine freed mechanized industry' from the necessity’ of locating 
close to water power. Little by little mechanical devices were developed 
•n industry' to do much of the work formerly performed by hand. Nerv 
industrial processes u ere applied to the manufacture of mass production 
goods destined to he used by the poor and middle classes rather than 
to the creation of luviiry’ items for the rich alone. 

Although the Industrial Rerolution got its start in England, it gradu- 
ally spread from country’ to country A number of developments fostered 
this spread. Tou-ard the end of the Middle Ages, a desire for greater 
material Tvealth grew uith the rise of the bourgeoisie People saved more 
money and invested it in productive equipment The grou’th of the joint- 
stock companies and the nse of the stock exchange facilitated the invest- 
ment process. Banks made credit easier to obtain and cheaper Market 
demand for goods increased nith the growth in population, income and 
the dex’elopment of overseas markets. The enclosrire acts in England 
released workers from farms who then became available to industry 
The development of waterways, canals and river improvements facilitated 
the distribution and the marketing of the products of industry In addi- 
tion, production became concentrated m fewer hands 

iVafurc and e§ects of (he Industrial Recohifion UTiile modem 
capitalism has its roots in the Mercantile system much of its form and 
character was denv ed from the Industrial Revolution One of the essential 
features of capitalism, the factorx sxslem. was the direct product of this 
revolution. Under that system, the productive unit was a relatively large 
one and embodied substantial amounts of machinery’, equipment and 
inventory. W'orken assembled at this impersonal factory' to engage in 
the productive process, rather than m the small paternalistic shops of 
the ^wUd. toasAcs <k w. tWz: wkv. h/asmes ca.p'Aa.k 

were needed to erect and equip a faclorv which usually' was owned bv’ 
a wealthy enterpriser or business firm Few workers could become busi- 
ness owners because the required investment usually exceeded their 
savings Conseqiientlv industrial societv divided into two major classes, 
workers and owners and passage from the former to the^Jatter became 
increasingly difBcult I 

\Vorking conditions in tlie e.irh’ factories left mucli to be desired 
'Vages were low, the working day long, health, sanitary and moral con- 
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ditions, poor. The women and children employed in certain industries, 
especially textiles, served to depress wages, alter the character of home 
life and reduce the status of the worker. 

On the other hand the factory system is largely responsible for the 
increase in income and wealth in countries in which it is found It has 
created relatively opulent societies with standards of living far higher 
than they would have been without it In addition, it has helped to reduce 
the length of the working day, and by providing large amounts of capita! 
It has been the principal force making for higher w'ages. Although it may 
have started by enslaving labor, with the passage of time it has been 
the great liberator of labor Foreign trade has extended some of the 
benefits of this revolution to countries where it has not taken root through 
the export of its products as well as by proxiding larger markets for the 
new raw materials which these nations produce. 

By utilizing relatively heavy investments m capital in proportion to 
the labor force, the cost curves of many ly'pes of industry have been 
changed from the constant type to the decreasing cost variety. Since 
these industries concentrate on the production of goods of mass appeal, 
costs have tended to decline as sales and output inaease. In this way a 
larger volume of goods of greater vanetv has been made available to a 
consuming public growing both in numbers and in effective demand. 
With the advent of the Industrial Bexolution, foreign trade became mote 
necessary than ever to supply the market outlets needed by the mass 
production industries and to establish larger and more varied sources 
of supplv for their ravi' material requirements One of the important 
problems facing those who are working to promote the economic 
development of underdeveloped areas is to find means of establishing 
this revolution in these regions 

Under the impact of the Industrial Revolution, as well as in response 
to the philosophical contnbuhons of eighteenth century thinkers and 
economic contributions of the Physiocrats and Adam Smith, the regulated 
system of the Mercantilists gave way and was replaced by a variety of 
laissez faire s> stems The early foreign traders w ere aided by the Mer- 
cantilist regulations, but the nexv industnalists found them restnetne and 
felt that they could do better under a jiyslem nf economic freedom or 
liberalism However, in spite of their advantage for the newly-developed 
industries, the laissez faire systems which followed Mercantilism did not 
endure for long because of the impact of the decreasing cost type indus- 
tries These industries did not thrive under the finely-divided compoti" 
tion which laissez faire provides, because often no one producing unit 
gained a large enough share of the market to obtain the full advantage 
of decreasing costs In the United States, after the Civil War, larg® 
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industnal finns w’ere formed and smaller enterpnses were merged or 
absorbed b\' the larger ones or w-ere eliminated because they were not 
sufficiently largo to benefit fully from the economies of site Laissez faire 
became the victim of industrial technologj' and w’as partially replaced 
by monopoly, oligopoly, imperfect and monopobstic competition. 

\\'hen competition disappears some form of economic regulation 
must be found to tale its place. Consequent!)’ goi'emment mteryention 
in economic life has increased In addition the abuses of the factor)’’ 
system required reform and gos'emments passed legislation designed to 
correct them The division of indtisfnal societ) into classes, the concen- 
tration of industT)’ and the defects of the earl)' factor) si'slem ivere 
weaknesses of the capitalistic s)stem v.hich the socialists and Com- 
munists, especially Nfar\ and Engels, were able to evploit. Although the 
present capitalist system bears little resemblance to that which prevailed 
at the time of Marx and Engels, Us accomplishments and Us improse* 
ment are not widely enough fcnou-n and socialism has remained a highl) 
©.xportable product. 

We are still luang in the Industnal Revolution It shows no signs 
of coming to an end Aldiougli it may be possible to distinguish different 
phases of the movement Us essential features are present in each one 
We have made more progress in industrialization m recent years than 
at an) time in the past, and the future of increasing industrialization with 
its man) benefits appears to be bnght indeed 

Foreign Trode of the United States 

The early trade of the American colonies vvas earned out under 
Mercantilist policies and oriented to (he greater benefit of Britain than 
that of the colonies themselves The colonies exported tobacco, timber, 
naval stores, furs, skins, fish and leather and imported manufactured 
goods The excesses of British Mercantilism ultimatelv led to the Ameri- 
can RevohUiOn which tcmporariK disrupted the trade of these colonies 
The colonies h.id learned some lessons from Mercantilism however, and 
after the Revolution the Constitution of the new republic created one 
large trading area among the American states Especiallv important from 
the point of new of international trade were the prohibitions vvluch this 
ConshtuliOT) placed upon the levv-uig of export duties bv' the federal 
government and upon the use of export and import tanffs by the several 
states. 

During the Napoleonic wars from 1779 to 1S04 the trade of the 
United States prospered Tliis conntrv supplied goods and raw materials 
to the belligerents and much shipping was earned b)' American vessels 
American shipping declined with the enactment in 1804 of restrictive 
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trade measures by France and Great Britain. Friction developed behseen 
Great Britain and the United States wh'ch culminated in the War of 1812. 
At the conclusion of this conflict American trade again expanded and 
there were substantial increases in both exports and imports. Between 
1816 and 1821 United States trade contracted as a result of the decline 
in its European wartime marlcets and the troubled conditions of the 
times U.S. foreign trade increased slowly between 1830 and 1850, uith 
imports growing and var>’ing with changes in national income and 
exports climbing as its industrial and agricultural output developed. This 
growth continued after 1850 until the Ci\il War. L^otton, principally of 
Somhem origin, constituted a major export along with manufactured 
products from the northern stales The international trade of the United 
States declined markedly during the Cixnl War. The westward movement, 
however, opened up new* agricultural lands, improvements were made in 
agricultural technologj’, and after the war the United States experienced 
a continued growth in its foreign trade. 

While the balance of trade on the United States merchandise ac* 
counts was generally m deficit up to 1874, in that year the U.S. had a 
surplus on these accounts which it has since retained in all years except 
1888 and 1889 The period from 1890 until the outbreak of World War I 
m 1914 w'as characterized by further increases in foreign trade and by 
the emergence of the United Stales as a first-class trading power. 

World War I disrupted international trade but during the w’ar years 
American exports increased substantially as the U. S furnished the Allies 
with badlv needed supplies Much of its large export trade during that 
conflict and the years immediately folloiving was financed by government 
loans Heavy exports continued in 1919 and 1920 to aid European recon- 
struction but declined during the depression years of 1921-1923. After 
this depression foreign commerce of the United States increased, but the 
Great Depression of the thirties witnessed a very large decline in its 
trade Since this depression w’as vvorld-wade in scope and affected all 
industrialized nations, many of the stricken countries took measures to 
increase their trade artificially by dex'alumg their currencies, installing 
import and exchange controls and negotiating bilateral trade agreements 
The United States dexalued the dollar by 59 06 per cent in 1934 and in 
1930 passed the Hawlev-Smool tariff, the most restrictive and protective 
in Its histon These restrictive measures w-ere not successful, however, 
in substanhallv raising the lex els of international trade. 

The anh depression dexaces onnloyed b\ the United States under 
the New Deal«s well as some of those used by other nations prox’ed more 
successful and beciftning in,1933 trade improx’ed But the Great Depres- 
sion did not finalk ctme to an end until the outbreak of World War 11 
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in 1939. During this war and under Lend-Lease, United States exports 
soared while its imports lagged. TTrese exports declined during the im- 
mediate post-war months, but in 1947 they again turned upward. Imports 
maintained relatively high levels all tfirough the period. The Marshall 
Plan and its successor programs sustained the foreign trade of the United 
States during the post-war penod. and as the European economies gained 
strength U. S. trade continued to grow with imports increasing more 
rapidly than exports. 

The pattern of international economic relations has seldom remained 
stable for long. Country after country has risen to importance in the field 
of international trade Todav the United States finds itself in a position 
of leadership and occupies a place formerly held in modem times by the 
British, Dutch, Portuguese and French. Although the United States is a 
leader in foreign trade, since the Civil War this nation has not occupied 
a predominant position m tht ocean carrying trades Smaller nations such 
as the Netherlands and Noravay have done better. Subsequent chapters 
of this book will discuss the role of the United States as a manufacturer, 
trader and vs’orld banker More specifically. Chapter 11 Nvill describe 
the recent diverse patterns, directions and trends of United States trade. 

QUESTIONS AND PROBLEMS 

1 Comment on the statement that trade is as old as recorded history 

2 Were <^nomic Ufe and foreign trade stagnant during the Middle Ages? 

3 What factors account for the substantial gro\^ih in foreign trade undet the 
Mercantile System’ 

•1 M’hat were the pnncipal effects of the increase in metallic and credit 
money during the MercantiLst Revoluticn’ 

5 Describe the trade of (a) the Italian atv-states and (b) the Hanseatic 
League. 

6 Why was there government regulabon of business under the Mercantile 
Svstem’ 

7 Sketch some of the effec.> w’-tch the Industrial Revolution had upon 
international trade 

8 Expl.iin the abandonment of goienimeiit regulations in favor of laissez 
faircuhich occurred after the Industnal Revolution 

9. List changes in the business unit which occurred during the period of the 
Mercantilist': 

10. Explain the growth of monthly after the Industrial Revolution 

11 Whrtf were tlie coiUnbiitions of (4) Mercantilism and (b) the Indus- 
trial Revolution to the devdomnent of modem capitahsm’ 

12 Tr.ice the growth of i'lMled States foreign trade since, the nation’s 
founding. 
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Brace and Co , Inc , 1926. This classic work traces the influence of mans 
spiritual life upon the gnnvtb of the institutions of capitalism and the 
economic effects of both Catholic and Protestant doctrine. Tawney leans 
to the view that the nse of Protestanhsm aided in the growth of modem 
capitahsm 

Unwin George The Gilds and Companies of London. London: Methuen and 
Co , 1909 Both the craft and the merchant guilds are described in 
I nwnn’s studj The regulations of the craft guilds which took the place 
of cotn>.etition as a business regulator are treated in some detail 
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The Balance of Payments: 
Its Meaning and Structure 


Anal>’sts prepare tabulations called balances of pa>Tnenls to present 
a picture of a nation s economic relationslups with the rest of the \v arid 
or with another nation or group of nations. These statistical compilations 
are a basic tool of analysis and pronde the framework for the elaboration 
of theories of international trade as well as for the studi- of its impact on 
internal and external economies. Internationa! economics may be said to 
begin and to end \n'th these statements. 

Nature and Uses of Balance of Payments 

The balances of pa>Tnents may be defined as stolistical tohulaiions 
of economic transactions between residents of one country and the resi- 
dents of the rest of the tcofW, another countnj or s.rcntp of countries 
They present magnitudes showing, m tabular form, the results of all of 
the foreign transactions of a countn,’ during a given period, usually a 
year or a quarter, and group them into certain relatively homogeneous 
categories. Table 3 1 shows the balance of pavTnents of the United States 
with the rest of the world in two recent years. 

Description of balances of payments. lines 1*23 on the table present 
the transactions in merchandise and services which, when grouped 
together, are usually called the current account. Since a substantial 
amount ofihese items is transferred under government mihtary grants, 
a separation is made between military transfers and the others so as to 
distinguish those financed by the government from commercial trans- 
actions. The principal breakdowns of the current account consist of 
merchandise, transportation, travel, miscellaneous services and income 
on investments. The account, miscellaneous services is a “basket" classi- 
fication including a number of items eadi of which is too small to warrant 
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separate listing. The more important items in this account are communi- 
cations, insurance and reinsurance, motion picture rentals, engineer’s and 
contractor’s services, home office charges and the foreign representational 
expenses of the United States government. The account, income on 
investment, is included as a services transaction according to established 
practice although a good case could be made for creating a separate 
balance of payments category for it since income is not a service trans- 
action in the strict sense of the term. 

The account, unilateral transfers, lines 24-29, includes transactions 
for which there is no quid pro quo and consists largely of immigrant 
remittances to family and fnends abroad, transfers of funds and goods 
oi'erseas by religious, welfare, educational and scientific organizations 
together \vith government grants and aid to other nations In the early 
balances of payments published by the International Monetary Fund and 
by some other countries, this account was called donations. Since 1961 
the Fund has employed the term transfers to characterize it. 

Lines 30-47 comprise the capital accounts with two major divisions, 
United States and foreign capital Transactions in capital belonging to 
United States residents are included m tlie United States capital account, 
those in foreign resident-owned capital are entered as foreign capital. 
The balance of payments also distinguishes private from government 
capital movements, as well as short-term capital (which consists of capital 
instruments haN-ing a maturity of one year or less) from long-term capital 
maturing in more than one year or with no maturity date Other divisions 
of the capital accounts comprise direct im-esfmcnts in branch or subsid- 
iary offices and plants abroad and I’arious t)’pes of portfolio or capital 
represented by securities 

The account, gold and convertible currencies held by U. S monetary 
authorities, line 48, refers to the monetary gold held by the United States 
Treasury and the currencies of foreign countries uhich the government 
acquired principally from the sales of surplus agricultural commodities 
to countries which paid for them in their own currency rather than in 
dollars Line 49,'rediictions in gold and con%ertjhJe currency holdings, is 
not actually an account but an analytical item consisting of the algebraic 
sum of lines 45-48, and is included to facihtvite the analysis of balance 
of pa>’ments surpluses and deficits Errors and omissions, or as it is some- 
times called unrecorded transactions, line 50, is a balancing item em- 
ployed to bring the debits and credits to equal each other. It arises from 
errors made in preparing (he tabulation, from unrecorded transactions 
which do not come to the attention of balance of pavmeiits statisticians 
and from the transfer of United States currency abroitd from one foreign 
nation to another The memorandum items I, TI and III at the bottom of 
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Line 

TABLE 3.1 

U. S Balan-ce or Pawients, 1959 and 1960 
(In millioiis of dollars) 

OmRSOT Acoowt 

Tjpe of Tranwclion 

1959' 

I960' 

I 

E'cports of goods and ser\'fces 

25,683 

29,065 

2 

Goods and ser%aces transferred under military grants, net 

1,974 

1,765 

3 

4 

Goods and sersices ereluding transfers under 
miLtary grants 

Merchandise, excluding military 

23,709 

16.282 

27,300 

19,409 

5 

Transportation 

1,646 

1,816 

6 

TIa^ el 

902 

968 

7 

Miscellaneous services. 

Private 

1,390 

1,413 

8 

Government, excluding niilitaiv 

144 

154 

9 

Military transactions 

302 

335 

10 

Income on investments. 

Direct investments 

2,225 

2,338 

11 

Other pnvate 

466 

518 

12 

Government 

349 

349 

13 

Imports of goods and services 

23,537 

23,327 

14 

Merchandise, excluding military 

15,294 

14.722 

15 

Transpoitabon 

1,759 

1,942 

16 

Travel 

1,610 

1,744 

17 

Ktiscellaneous services. 

Pnvate 

633 

634 

18 

(^vermnent, excluding military 

302 

308 

19 

MiLtary expenditures 

3,109 

3,048 

20 

Income on investments 

I^vate 

549 

597 

21 

Government 

281 

332 

22 

Balance on goods and services 

2,146 

5,738 

23 

Excluding transfers under nubtaiy grants 

172 

3,973 

24 

UNinATCRAi. Transfeps 

Unilateral transfers, net [to foiagn countries (— >] 

-4.393 

-4,251 

25 

Excluding militar>’ transfers 

-2,424 

-2,489 

26 

Pnvate remittances 

-575 

-633 

27 

Government- 

Military grants of goods and services 

-1.974 

-1.7S5 

28 

Other grants 

-1,633 

-1,641 

29 

Pensions and other transfers 

-216 

-215 

30 

Capital TnANSAcno.vs 

U. S capital, net [increase in V. S. assets (— )3 

-2,728 

—1,965 

31 

Pnvate, net 

-2,375 

-3,856 

32 

Direct investments, net 

-1,372 

-1,694 

33 

New issues of foreign seciinties 

-624 

-573 

34 

Pedexuptvons 

95 

100 

33 

Transactions in outstanding foreign secunties 

-140 

-177 

36 

Other long term, net 

-257 

-200 

37 

Short-term, net 

-77 

-1,312 
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TABLE 3.1 (Ctmtinaed) 


Line Capital Transactions (Continued) IQSS' 

38 Government, net —353 

39 Long-teim capital —1,051 

40 Repayments 1,054 

41 Foreign currency holdings and sbort-temi 

claims, net [increase (— )] —356 

42 Foreign capital, net [increase in U. S liabilities ( + ) ] 3,721 

43 Direct investments in the tl. S. 84 

44 Other long-term investments in the 0. S 471 

45 Foreign purchases of U. S. Government bonds and notes, net 686 

46 Increase in U. S. short-term babibties to foreign banlcs 

and official institutions 2,226 

47 Increase in other U S short-term liabilities 254 

48 Gold and convertible currencies held by U. S monetary 

authonties [U. S. sales ( + ), purchases (— )] 731 

49 Reductions in gold and convertible currency holdings 

(line 48) and mcrease in U. S, short-term and other 

liqvud liabilities (lines 45-47) 3,897 

50 Errors and omissions and transfers of funds between 

foreign areas [receipts by foreign areas (— )3, net S28 

Memoranpvm iTEais 

Memorandum items 

I Increase in reported total foreign gold 

reserves and Lquid dollar holdings 4,591 

II Through estimated net receipts from, or 

payments ( — ) to the U. S 3,883 

III Through other transactions 7^8 


-1,109 

-1,213 

631 

-527 

2,427 

8 

289 

127 

2,107 

-104 

1,702 


3,832 

-64S 


4.173 

3.798 

375 


* Revised. 

Source U S Department of Commerce, Office of Business Economics. 

the tabulation are not balance of payments accounts, but are calculated 
from these accounts to show the changes in the foreign holdings of gold 
and liqmd dollars as an aid to the study of balance of payments surpluses 
and deficits. 

The balance of payments shown on Table 3.1 might be termed a 
compilation of basic data, and that is the term which the International 
Monetary Fund uses to characterize this type of tabulation. Several other 
forms of balance of payments presentation are employed, but all of them 
are derived from the basic data. The actual form used depends upon the 
purposes which the tabulation is designed to serve. Another form. Table 
3.2, presents an analytical balance of payments of the United States for 
1959 and 1960 and is designed to show surpluses and deficits on the 
several accounts Other balances of payments, both basic and analytical, 
of the United States and other countries are presented and discussed in 
Chapters 5 and 6. 
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TABLE 32 

Analysis of U S Balance op Paitmekts, Seasonally Adjusted 
(XfiDions of dollars) 



1959 

1960 

U. S. payments 

29,743 

31.412 

Imports; 



Merchandise 

15,294 

14,722 

Military expenditures 

3,109 

3.CM8 

Other services 

5,134 

5,557 

Remittances and pensions 

791 

848 

Covemmert grants and capital outflows 

3.040 

3,381 

U S. private capital 

2.375 

3,856 

U S receipts 

25,318 

28,228 

Exports 



Merchandise 

16,282 

19,409 

Services 

7,427 

7,891 

Repajments on U S Govenunent loans 

1.054 

631 

Foreign long-teiro capital 

555 

297 

Excess of receipts or payments (— ) 

-4,425 

-3,184 

On goods and services 

172 

3.973 

On Government grants and capital 

-1,986 

-S.750 

On private U S and foreign long-tenn capital 

-1.820 

-3,559 

Unrecorded transactions 

528 

-648 

Total, net receipts ( + > oi payments (— > 

-3.897 

-3,832 

Major speaal transactions freceipls ( +), payments ( — }] 

333 

-524 

Total, excluding special transactions 

-4,232 

-3,308 


SeK'e* U S D«pircmea( of Coaaerco, Ofi<e o' Bgsieost Ecooomio 


The principle of residence The test of whether a transaction is inter- 
national or not is not a question of the physical movement of goods, 
services and capital from one coutitr>’ to another but the place of resi- 
dence of the parties to it Transactions entered on the balance of 
pa>'inents are exclusively those which are consummated betiveen the 
residents of different countries. An inferna/ional Trciwartion may be 
defined as the transfer of assets and liabilities, the creation or the reduc- 
tion of claims or the receipt and payment of /finds ichich take place 
between the residents of different countries 

It is to define teswient ia n vsixet^ of For balance of 

payments purposes, individuals are generally considered to be residents 
of the countnes in which they ordinarily lix'e People who hve or who are 
employed temporarily in a countTj' are usually not considered residents 
of that counhy but of their oxvn country. Citizens who u’ork oi'erseas 
for their gox’emments are considered residents of their home country 
regardless of how long they remam abroad. A. corporation is considered 
a resident of the country' in which it is incorporated no matter who owns 
its stock. The foreign branches of business firms abroad are held to be 
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residents of the countries in whicli they operate regardless of the resi- 
dence of the firm which owtis them.* 

Thus the purchase by an Am^can resident of real estate in London 
owned by an Englishman is an international transaction although the 
real estate is not moved to the United States. The transfer of funds in 
international transactions does not necessarily involve the physical move- 
ment of the funds, the transfer of ownership behveen the residents of 
different countries is often made by debits and credits on books of 
account. The purchase of food and lodging by American tourists in 
France is a United States import, although both the food and lodging are 
consumed in France. There is, however, a transfer of ownership of the 
food and lodging from French to American residents. 

The balance of payments and the national accounts. The balance of 
payments forms pari of the national or social accounts of a nation. These 
statements present the several national income and product accounts 
which show the output of an economy and its distribution in the form 
of income shares In the national product accounts, the economy is 
classified into consumption, domestic investment, net exports of goods 
and services and government purchases of goods and serxices. The 
national income accounts are divided into compensation of employees, 
proprietors’ income, rental income, corporate profits and net interest. 
The activity of the economy is represented by a senes of flows of product 
and income among these several sectors 

These accounts are based upon a double-entry system of accounting 
The balance of payments represents a fuller development of the national 
product account, net exports of goods and services, or as it is sometimes 
called net foreign investment. All the national income and product 
accounts, including the balance of payments, are aggregates and their 
analysis is aggregative analysis They are tools of macroeconomics rather 
than microeconomics * 

Nature and source^ of balances of payments The balance of pay- 
ments IS one species of a large genus which presents the relationships 
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between any one sector of an economy and the others. The balance of 
pajTnents species shows the relationships existing between a national 
economy and the rest of the world or certain specified countries. It 
indicates w’hat is sent to foreign nations and what is receix’ed from them 
in return. 

It would be theoretically possible to tabulate other species such as 
the relations between agriculture and the test of the economy; to show 
•what worhers give and what they obtain, to prepare data indicating what 
a firm contributes, and what it denves from the rest or from certain 
segments of the economy. 

Tlie balances of pajTnents of the United States are published 
periodically in the S«rt.cy of Current Business and its Supplements of the 
United States Department of Commerce They are frequently analyzed 
in the Federal Reserve BuUetin of llie Federal Reser\'e Board. The 
Monthly Reueu,s of the several Federal Reserx’e Banks, especially that 
of the Federal Reserv’e Bank of New York, also publish analyses of them 
from time to time. The balances of paxToents of members of the Inter- 
national Monetary Fund are published annuallj m the Fund's Balance 
Of PaymentsyenTbook Official publications of other govemments'period- 
ically present their balances of payments. 

The United States Department of Commerce compiles balance of 
payments statements with the rest of the world for each year and for 
each quarter These might be termed global presentations. As such they 
show' the over-all results of United Slates trade with all nations These 
statements do not tell w-herc our trade is moWng, the principal countries 
w’hich buy our exports and suppK our imports, where Americans are 
investing abroad or w hat counlnes are investing in our enterprises. They 
do not indicate increases and decreases m items for one countrj’ xvhich 
are offset by decreases and increases in another, like all totals, trans- 
actions With the rest of the world hide many interesting and important 
details To remedy this defect the Department of Commerce compiles 
"bilateral’’ balances of pai'menls between the United States and certain 
countries or related areas such as the United Kingdom, the Sterling Area, 
Western Europe including the Western European dependencies, Canada, 
the Latin American Republics, all other countries, and international 
institutions ® 

Uses of the balance of payments The balance of pajments provides 
basic data in logically organized form for the quantitative analysis of 
international trading relationships as well as for the formulation of 

’A list of counlnes and organizations inctnded in each jtroup is jrfven in. 
Balanre of Pa'jnic-ils S*atisticol Supplement, DqJirtmcnt of Commerce, \\'ashington, 
DC US Cos etniYicnl Pnoting Office- 1958, pp 6-7 
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judgments concerning the significance and results of foreign trade. As 
a tool of economic analysis, it indicates how the goods, services and 
capital received from abroad are paid for and how foreign nations paid 
for the things that they received. It shows whether or not sales of 
merchandise and services to foreigners were sufficient to pay for the 
goods and services purchased from them and, if they were not, what 
means were employed to pay for them. The amount that investments 
abroad brought in terms of income receipts and the amount of income 
that was paid foreigners for their investments here can hlce\vise be 
determined from them. 

Some of the effects of our government unilateral transfers of eco- 
nomic and military aid to foreign countries can also be estimated from 
these data The compilations likewise show the relationships between the 
movements of short-term capital and other transactions and indicate the 
net amount of gold and foreign exchange received or paid out as a 
result When a nation has determined what it sent abroad and what it 
received in return, judgments can be made concerning the significance 
and value of foreign trade 

Table 3 1 does not indicate the total amount of money which Ameri- 
cans have invested abroad or the total amount of gold which we have 
on hand and which was supplied by foreigners. In this respect the balance 
of payments resembles a business income or operating statement rather 
than a balance sheet, because it reflects only the movements of the 
accounts for a stated period rather than cumulative totals and presents 
only the results of the activities which took place during that period. 

Business and Balance of Payments Accounting Contrasted 

Debits and credits Tlie balance of payments, like double-entry ac- 
counting, is composed of debits and credits, usually represented by plus 
(-f-) signs, or no signs at all for credits, and minus (— ) signs for debits.* 
The total debits which it carries equal the total credits; the tabulation 
‘lialances out” like anv accurately kept set of accounting records If the 
accounts are not in balance, an error has been made 

As IS usual in mathematical work, where a magnitude carries no 
sign it is assumed to be a positive ( -h ) value and in balance of payments 
practice it is a credit. Where it has a negative value it carries the sign 
( — ) and is a debit in the balance of payments terminology. In practice, 
however, there are some exceptions to this rule as an examination of 
Table 3 1 shows In the current accounts in this table, the exports (items 
1-12) carry no sign and they are positiv'e (-{-) entries or credits. The 

* In balance of pavments accounting the positive ( -k) and negative (— ) values 
are the reverse of those used m commercial accounting in some cases. 
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imports (items 13-21) Iikewse carrj' no sign although they are negative 
values (— ) or debits. The compilers of the balance of pa>Tnents tacitly 
assume that readers of these compilations realize that imports are debits 
and they feel that it is not necessary to employ the negative sign. 

Netting out. The current account on this tabulation is the only one 
in which both the total debits and credits are shown, the evports are the 
credits and the imports the debits All of the other accounts are “netted 
out,” that IS, they only show the algebraic sum of the debits and credits 
entered Thus, for example, if the debits to Ignited States capital 
amounted to —$1,326 million and the credits to $1,000 million, only the 
net result, —$326 million, is showm on the statement On all of these 
accounts, items 24-50, we have no means of knowing the total amount 
of either the credits or debits. Given the t\-pe of records maintained by 
financial and business firms from which the balance of payments data 
are obtained, it would be difficult and expensive for these firms to furnish 
the totals for all debits and credits, so only the net amounts are given 

This practice has certain disadvantages for the empirical analysis of 
these statements because it is impossible to ascertain the total outflow 
and the inflow of the accounts in question, only the net amount of the 
transactions is known. For instance, if die total pavments on the unilateral 
transfers amounted to $5,001 million and the total receipts to $5,000 
million, the account would show a net debit of but one million dollars 
which is hardly representative of the magnitude of the transacbons which 
took place during the period 

Afef/iods Although the principles of business accounting are utilized 
In balance of payments work, the same methods are not. Business 
accounting systems are arranged so that everv' transaction passes through 
the books and is recorded Tbev are designed to be effective in properly 
entering every transaction in the appropriate account and to do tliis as 
directly and economicalK as possible Obviouslv, business management 
can arrange for such systems because it control' a firm’s operations and 
policies. Since the United Slates is not a business enterprise and its 
government keeps but relabvely’ few international accounts of its own, 
its balance of payments ‘Statisticians frequently must rely upon the 
records kept by others. 

True, some government records can be utilized with but little change 
for balance of payments work; records such as import and export statis- 
tics and those arising froni ti»e international transactions of the federal 
departments and agendes are of this tvpe. In other cases, federal report- 
ing requirements oblige business firms to prepare special tabulati ns 
and reports from their records to provide usable data for government 
purposes. The Treasury Department and the Federal Reserve Board, 
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among others, require such records from certain banics, financial dealers 
and institutions In other cases data are obtained from questionnaires, 
forms, special reports and correspondence while some are estimated from 
tabulations prepared for other than balance of pajinents work. 

In a very few cases, no records are available, no estimates are 
prepared and some transactions -do not find their way into these tabula- 
tions This does not mean that these compilations are neither represen- 
tative nor reliable. They are both, and the methods of their elaboration 
are constantly being improved.® 

Debits and Credits— The Assets and liabilities Approach 

As far as the balance of pajnnents is concerned, the t^^pe of trans- 
action depends upon the country' preparing the tabulation. An American 
export of goods to the L’nited Kingdom, for example, is an import to 
the compilers of the British Kilance of paxments A purchase by Ameri- 
cans of portfolio securities m France is an outflow of United States 
capital to U S Department of Commerce statisticians and an inflow of 
capital to French anal>sts Tlie trjns.Ktions i/.' one country should, 
thcorcticalh , find their counterpart in those of the country xsith which 
the transaction \xas consummated ” 

Three approaches to balance of paxments debiting and crediting 
are cnmmonlx employed (I) assets and liabilities, (2) claims, and 
(3) receipts and pa)Tnents 

In double entrx' accounting there are least two entries for each 
transaction a debit and a credit In accounting, for example, if mer- 
chandise IS sold for cash, the merchandise account is credited and the 
cash account is debited for the amount of the transaction. If merchandise 
IS purchased on open account, the mi -chandise account is debited and 
the accounts pa\.ib!e .irc credited for the amount inxoKed 

IntcTnation.il accounting debits and credits arc often xiewed as in 
commercial accounting from a baLince sliect point of view. A balance 
sheet consists of assets (debits) and liabilities (credits) Except for gifts. 

For .itliir bil.iucc oi |M>iutiil\ iiidhoib ncc ITie International Monetary Fund, 
Biili.iui I’f J’liijnmili \tiiiiiiul \X tshiimtim D C lOGl, Bvlg,et, Donald G, “The 
B.ilince of PaMiicnts A Tool of Economic Ana(>M:>,’ International Monetary Fund 
Staff Fa,)ers. li (Sept 1931). pp 86 197 
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f\er\ mtem.itional transaction (including sem'ces, as a kind of intangi- 
ble asset) involves a change in assets or liabilities. 

In balance of payments tflbidofions, every increase in an asset nitfsf 
he accompanied hi/ a decrease in another or an increase in a liabilitij. A 
decrease in an asset must find its counterpart in an increase in another 
or a decrease in a liability. 

Conccrselij, evenj increase in a liabililij occasions a decrease in 
another or nn increase iiv an asset. A decrease m a liability calls for either 
an increase in another or n decrease in an asset. 

In balance of payments accounting, incieases in assets and decreases 
in liabilities are debits. Decreases in assets and increases in liabilities are 
credits. 

Payment for transactions Just as in domestic trade. ever>’ sale, pur- 
chase or investment in international trade must bo paid There are, there- 
fore, debits and credils to llie merchandise, sernces. unjlateial transfer 
and capital accounis arising from the purchase or sale of these items and 
counterbalancing debits and credits to the accounts used as means of 
pajTnents. These accounts are gcnerallv, hut not alwavs, (he short-term 
capital accounts, for they are the cash or “checking” accounts used in 
international papnents Some trans.ictions do not iniolve cash payments, 
an import of me chandise mav be paid for b\ an export of merchandise, 
an msestment overseas may be consummated h\ exchanging capital 
stock, and unilateral transfers are not paid for at all 

Many international business transactions inxolve more than two 
entries A capital imestment requiring both cash and equipment would 
entail at least three entries, one for the iniostment itself, one for cash, 
and one for merchandise Complex transactions coxenng several balance 
of paxTnents items would entad a number of entries The principle, 
though, is clear, the total amount of all the debits tnust equal all the 
credits regardless of the number of transactions 

Most foreign business is financed bv (he use of short-term capital 
which consists of bank balances, bills of exchange or drafts, notes and 
other claims as well as currenci' and accounts receivable and pax able 
Debits and credits arising from merchandise and services exports and 
imports, cash gifts, long-term capital moxements and others frequen'^K 
find their counteqiart in counterbalancing entries to the short-term capital 
accounts. 

To finance foreign trade United States Kinks maintain deposit bal- 
ances (U. S. assets and foreign lirbilities ) with correspondent or branch 
banks abroad These balances are usualb denomin.ated in the (foreign) 
currencies of tlie countries iii which thevare located. Conversel}, foreign 
banks maintain deposit batauces (US liabilities and foreign assets) in 
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United States branch or correspondent banks which are generally de- 
nominated in dollars Foreign traders may purchase drafts drawn b\ 
domesbc banks on their foreign balances to pay for their overseas pur- 
chases and sell to these banks, against paMnent in their local cuirencj', 
the proceeds in foreign currency of tlieir overseas sales. 

In addition, biH and note brokers and dealers as well as financial 
institutions in the United States ha^e “holdings" of bills and notes drawn 
on foreign banks, busmess firms and indixiduals, usually in foreign cur- 
renc\ (U S assets and foreign liabibties). Foreign dealers, brokers and 
banks, conversely ha\e holdings of notes, bills and claims drawn on 
United States banks, firms and indi\iduals, generally denominated in 
dollars (U. S liabilities and foreign assets) Both American and foreign 
dealers offer their foreign exchange for sale and stand ready to purchase 
exchange from those who desire to dispose of it Both banks and foreign 
exchange dealers make a profit from selling exchange at a slightly higher 
pnce than the> pax for it. 

Certain foreign exchange brokers do not buy and sell exchange them- 
sehes but do a stnct brokerage business bringing buyers and sellers, 
usually banks, of exchange together Thex arc paid a commission on all 
transactions xxhich are consummated as a result of their actixities. Some 
foreign trade is also done on an open account basis, as in domestic trade, 
giving rise to accounts pax able and receix able. 

Tratisacttons as chan(iC5 tn assets and hahihtics \\’hep short-term 
United States dollar assets, balances, holdings, accounts receivable, or 
currencies are oxx-ned b\ foreigners thex' are United States liabilities, 
and xxhen foreign cuirenex holdings are oxxmed by United States resi- 
dents thex are United States assets Applying the rule stated above, an 
increase in assets or a decrease in liabilities is a debit, a decrease in 
assets or an increase in liabilities is a credit 

An export of merchandise is a decrease in a country’s assets— stock 
of goods— and a credit An import of merchandise is an increase in a 
nation’s assets and a debit An export or sale to a foreign resident of 3 
serxice such as transportation or traxel, represents a decrease in intangi- 
ble assets and is a credit Conxerselx an import, or purchase of a serxice, 
increases /ntangrbfe assets and -s a debit. 

If the export is paid fo^ from foreign-owmed holdings of the export- 
ing countrv’s currency there is an offsetting reduction in the exporting 
countrx's liabilities to fereipiers and a debit entry If the export is 
financed on credit, or hv .,cccpling payment in the currency of the 
importing country, the offsetting entrx is an increase in the exporting 
countrv's assets and is a debit entry. 

If an import is paid for in the iniiKirling country’s holdings of the 
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currency of the exporting country, there is a reduction in the importing 
country’s assets— a credit. Should it be financed on credit, or by making 
pa>'menl in the currency of some other foreign country, the offsetting 
credit is an increase in the importing country’s liabilities or a decrease 
in its assets. 

^^’heD the residents of one country invest abroad, their investments 
may consist of funds, equipment, supplies or assets such as patent rights. 
Such investments, if they have an original maturity of over one year, are 
long-term capital movements and are debits, because they are increases 
in the inv'esting country’s assets held abroad These assets are usually 
either stocks and bonds of foreign enterprises, interests in, or oivnership 
of, subsidiaries and branches abroad. 

If the investment takes the form of a transfer of funds, the transfer 
either reduces the investing country’s short-term assets, its holdings of 
foreign currency, or it increases its short-term liabilities or foreign coun- 
try’s holdings of its currency and, m either case, is a credit. Should the 
investment be in merchandise ot services, the transfer is a merchandise or 
service export, and a credit, because it reduces the exporting country's 
assets. 

In the country which receives these investments, the opposite entries 
are made. The properties acquired by foreign investors are reductions in 
the recipient country’s assets, or increases in their liabilities, and are 
credits. The transfer of the funds themselves, the counterbalancing entry, 
would usually serve to increase the recipient country’s holdings of foreign 
currencies or assets and would be a debit If the investment were made 
in merchandise or other assets, the shipments would be an import or 
debit from the pomt of view of the recipient country. 

The import of gold is a debit entry since it increases the assets of 
the importing country'. The payment for the gold could be made in 
several ways. The gold importing country could pay in its oivn currency 
thereby increasing its liabilities, or, in the currency of the gold exporting 
eountr>’ thereby decreasing its assets Both of these transactions could be 
credits 

A gift, or unilateral transfer, requires a debit entry for the country 
making the gift This debit offsets the credit which the gift created— a 
credit to exports if the gift were in die form of merchandise or services, 
and a credit to one of the shorMenn capital accounts if it were in cash. 

Debit ond Credits—The Claims Approach 

As an altematfve to the assets and liabihties approach, students 
of international economics sometimes new the effect of the transaction 
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On the balance of pa>'inents as creating, increasing, decreasing or can- 
celling the claims of one country upon another. 

Those items tihich give rise to, or increase, claims for payment by 
residents of one connfry upon residents of others are credits for the 
country ou-ning the claims and debits for the country which owes them. 

Any action that cancels or reduces a claim for paymenf upon foreign 
residents is a debit for the country whose claim is cancelled or reduced, 
and a credit to the country making the reduction. 

From this point of view. United States exports of merchandise and 
ser\’ices are claims for payment against the foreign importers and are 
credits United States imports of goods and senices, on the other hand, 
are claims for payment by foreigners and are debits. United States long- 
term capital investments abroad are debits because the foreign recipients 
of these m%’estments have claims for payment of the investment. Con- 
versely, foreign long-term capital investments in the United States are 
credits. United States residents have claims upon foreigners for pa>Tnent. 

Other claims anse when an export, import or investment is paid. If 
a foreigner pays for a United Stales export or for his capital investment 
in the United States bv a draft on his bank, the United States resident’s 
claims for payment are cancelled and the transaction is a debit on the 
United States balance of pavinents. ^\^len United States importers or 
investors in foreign enterprises pay their obligations, foreigner’s claims 
are cancelled and the transactions are credits m the United States balance 
of payments 

Gifts of merchandise constitute an exception to these rules. A gift 
gives rise to no claim for pa>-ment In these unilateral transfer cases, 
the unilateral transfers account is debited The shipment of merchandise 
as a gift IS an export of goods and is a credit, counterbalancing the 
unilateral transfer debit Conversely, a gift of merchandise by foreign 
to United States residents is an import of merchandise and a debit, uni- 
lateral transfers are credited for the value of the import. '' Gifts of money 
in the form of checks, drafts, bills and international postal money orders 
do give rise to claims for payment Eiecause they must be paid when due. 
When a resident of the United States sends a gift check or draft to 
relatives or fnends abroad, it is a debit to unilateral translers, an& 
check, draft or money order cancds the foreigner s claim and is a credit- 
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Debils and Credits— The Receipts and Payments Approach 

In recent years there has been a tendency to reduce the emphasis 
on the analog}’ bet\veen balance of payments and commercial accounting, 
to rely less upon the concept of debits and credits and to substitute the 
concept of receipts and payments. From this point of view, a debit is an 
international payment and a credit an international receipt. An increasing 
number of balance of pajments statisticians deal primarily in terms of 
receipts and payments. 

An international transaction tihich gwes rise to a -flow of funds into 
a country is a receipt for that country, one which gives rise to a flow of 
funds out of a country is o payment for that country. 

Payments are treated as debits and are entered as assets on the 
balance of payments, receipts ore treated as credits and are entered as 
liabilities. 

An export of United States merchandise ot services to a foreign 
country is a receipt because it gives rise to a flow of funds into the 
United States A United States import of goods or services means a flow 
of funds out of the country’ and is a payment American investments in 
other countries are payments, because there is an outflow of funds to the 
country in which the ini’estment was made. Conversely, foreign invest- 
ments in the United States are receipts because there is an inflow of funds 
from the countiy mahmg the investments. A unilateral transfer or a gift 
of cash is an outflow or paj’ment for the country making the gift. A 
unilateral transfer or gift of merchandise or services, although it does 
not involve the flow of any funds, is nevertheless regarded as a payment 
for the country making the payment 

Short-term capital inflows and outflows are likewise receipts and 
pa>Tncnts Ulien foreign short-term capital enters, or American capital 
returns to, the United States, there is a receipt There is a payanent when 
U S short-term capital flows abroad, or foreign capital returns from 
America Reductions in foreign balances or holdings in the United States 
are regarded as receipts, reductions in U S holdings abroad are 
paj’ments 

Following these rules, certain transactions normally give rise to 
liabilities, credits, or receipts on the United States balance of payments 
and others to assets, debits, or pa>’ments. In interpreting the lists which 
follow, It should be remembered that a resident may be a person, firm, 
institution or government. 

Representative United States Liability, Credit or Receipts Transactions 

Each of the Following transactions is a credit. It decreases United 
Slates-ow’ned assets, or increases United States liabilities, constitutes a 
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claim upon residents of foreign countries and gives rise to a receipt of 
funds. 

Credit Item No ? 

1. Merchandise exports. 

2. Expenditures of foreign traxelers in the United States. 

3. Transportation sen’ices rendered by United States companies to 
foreigners for freight or passenger transport. 

4. Reinsurance premiums and payments made by foreign residents 
to United States resident insurance companies. 

5 Interest, dividends, rents and profits paid by foreigners to 
United States residents 

6 Fees paid to United States contractors and engineers by for- 
eigners. 

7. Film rentals, patent, copyright and trademark royalties paid to 
United States residents by foreigners 

8 Gifts of cash, merchandise or services made to United States 
residents by foreign residents 

9. Purchases of property belonging to United States residents by 
foreigners 

10 Sales of United States resident-owmed or issued securities to 
foreign residents 

11. Direct investments which carry a managerial interest in bush 
ness firms, branches and subsidiaries located in the United 
States by foreign residents 

12 Increases in deposits and balances in United Sfates-Iocated 
banks and other financial institutions- o%vned by foreign resi- 
dents 

13. Increases in foreign-owmed holdings of drafts, bills, checks, 
currency, accounts receivable and other short-term claims pay- 
able by United States residents. 

14 Decreases in the United States resident-owmed claims, deposits 
and balances in banks and other financial institutions located 
abroad. 

15. Decreases in United States-owned holdings of drafts, bills, 
checks, accounts receivable, currency, and other short-term 
claims payable by foreign residents 

16 Repayment b> foreign governments, firms and residents, of 
United States government agency loans. 

17 Sales of United States-owned gold, or reductions in the United 
States monetary gold stock. 
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Represenlaiive Uniled States Asset, Debit or Payments Transactions 
Each of the following transactions is a debit. It increases United 
Slales-owTied assets oi decreases United States liabilities, constitutes a 
claim by foreign residents and jpies rise to a payment of funds. 

DeZiif Item 'No. 

1 Merchandise imports 

2 Expenditures of United States tiaxelers abroad. 

3 Transportation serxoces lendered by foreign companies to 
United States residents for freight or passenger transport. 

4 Reinsurance premiums and paxments made by United States 
residents to foreign insurance companies 

5 Interest, dmdends, rents and profits paid to foreigners by 
United States residents 

6 Fees paid to foreign contractors and engineers by United States 
residents 

7 Film rentals, patent, cop>Tight and trademark royalties paid by 
United States to foreign residents 

8. Gifts of merchandise, services, money, or claims to money, made 
by United States residents to foreign residents. 

9 The sale to United States residents of propert>' owned by for- 
eigners. 

10 Purchases by United States residents of foreign-owmed securities. 

11 Direct investments bv United Slates residents which give a 
managerial interest in business firms, branches and subsidiaries 
located abroad 

12. Decreases m the deposits and balances in United States-located 
banks and other financial institutions owned bx’ foreign resi- 
dents 

13 Increases in United States-owned holdings of drafts, bills, 
checks, accounts receivable, currency and other short-term 
claims pax able by* foreign residents. 

14. Increases in the United Stales resident-oxxmed debts, deposits 
and balances in banks and other financial institutions located 
abroad. 

15 Decreases in foreign-owTied holdings of drafts, bills, checks, 
accounts receix-able, currencx’ and other short-term claims pay- 
able by United States residents 

16 Loans by the United States government agencies to foreign 
gox’emments, firms and residents 

17. Purchases of foreign-held gold and increases in the United 
States monetary’ sloA of gold 
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These rules for debiting and crediting are difficult to follow in the 
abstract. The next chapter will show hoxv they are applied in actual cases 
and how balances of payments are dra%vn up on the basis of specific inter- 
national transactions. 


QUESTIONS AND PROBLEMS 

1. Why do balances of payments record only transactions between residents 
of different countries^ 

2 If an American consul at the American Consulate in le Havre, France, 
bought a house from a French resident of this city, would this transaction 
find its way into either the United States or the French balance of pay- 
ments^ Why or why not^ 

3 Under what balance of payments accounts should the following transac- 
tions be listed (a) the purchase by American residents of a hotel in 
London owned by Englishmen, (b) the purchase by an American resident 
of an airplane ticket from KLM (Dutch) Airlines, (c) the rental for the 
film Gone With the Wmd paid by a Ne%v Delhi moving picture house, 
(d) a United States government grant of $100,000 to Ethiopia for road 
improvement, (e) the remittance by a Belgian, now residing in San 
Francisco, of $1,000 to his family .r Brussels, (f) the payment of $5,000 
by a United States importer for a shipment of perfumes from France, 
(g) the payment of $5,000,000 by an American automobile manufae- 
tuiing film to a West German building contractor for the construction of 
an automobile plant m West Germany’ 

4 What IS meant by the statement. ‘The b-ilance of payments forms part of 
the national or social .iccounts of a countTyT 

5 What would vou expect to leain from the study of balances of payments’ 

6 In what ways does a balance of payments lesemble and in what ways 
does It diffei fiom busmess financial statements’ 

7 Conti ast the claims, assets and liabilities and the payments and receipts 
approaches to balance of payments debiting and crediting 

8 Classify the following as debits or credits imports of merchandise; eiqiorts 
of merchandise, United States government loans to Brazil, payments to 
American missionaries in Keny.a by an American church, purchase of 
common stock in an Ameiican coipoiation by a South Afncan investors 
syndicate, payment by a Norwegian of his debt to an American insurance 
company by means of a draft drawn by a Norwegian bank on its balances 
m a Ncnv Yoik bank, repayment by the Finnish government of its World 
War I debts to the United States government, payment of hotel bills m 
Chicago by Swiss tourists 

9 Contrast the balance of payments of the United States for 1960 with the 
balance of payments of any foreign country* foi the same year as shown in 
the Balance of Payments Yearbook of the International Monetary Fund 

For bibljogr.iphj- ?ee end of chapter 6 



The Balance of Payments-. 

Some Illustrative Examples 

“Now that we have sufficiently proved tlte Ballance of our Forraign 
Trade to be the true rule of our Treasure, It resteth That we shew by 
whom and in u'hat manner the said ballance may be drawn up at all 
times, when it shall please the State to discover ho^v we prospei or 
decline in this great and weighty business, wherein the Officers of his 
Majesties Customes are the onely Agents to be employed, because they 
ha\’e the accounts of all the wares which are issued out or brought into 
the Kingdome; and although fit is true) they cannot exactly set donm 
the cost and charges of other mens goods, brought here or beyond the 
seas, yet nei'ertheless, if they ground themselves upon the book of Rates, 
they shall be able to make such an estimate as may well satisfie this 
enquiry’, for it is not expected that such an account can possibly be 
draum up to a just ballance, it will suffice onely that the difference be 
not over great.”* 

One of England’s leading Mercantilists. Thomas Mun, by these 
\sords indicated some of the difficulties inwhed in preparing balances of 
trade. Although governments now have much more data upon which to 
draw tlian they did in Mun’s day* and flie science of statistics has made 
great progress, the preparation of balances of trade or of payments as 
we now call them, is scarcely' any’ easier than it was in the middle of the 
seventeenth century’ when Mun wrote these lines. Given these difficulties, 
the technique of balance of payments construction cannot easily be 
mastered by a study of rules of debibng and crediting alone. To obtain 
a better understanding of it one should practice the art by taking a 

' Mun, Thomas, Englonifs Tteasure 2>y Forraign trade or the BaSance of ovr 
Forraign Trade w the Ruf^ of ovr Treasure (Published by his son, John Mim) 
London- Thomas Clark. 1664 Quoted &t»ii the ediuon of J. R McCulloch Early 
Eng.lish Tracts on Commerce, Cambridge. 'The University Pre»s, 1954, p 204. 
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number of international transactions, making the appropriate debit and 
credit entries for each and constructing a balance of payments from them 
In this chapter, fifteen examples of typical foreign economic trans- 
actions are given The entnes on the United States balance of payments 
which they require are explained, and a balance of payments statement 
is prepared from them Since all statisticians face the problem of obtain- 
ing reliable data, homogeneous over time, upon which to base their com- 
pilations, the chapter closes with a brief discussion of the more important 
sources which the United States Department of Commerce utilizes in 
constructing its tabulations Reference is made in the cases which follow 
to the numbers on the left of the page of the “representative debit and 
credit items” presented at the end of chapter 3. 

Transactions in United States and foreign short-term capital may be 
regarded from several points of view A transaction which reduces or 
increases United States short-term assets or habihties may ako increase 
or reduce foreign short-term assets and Labilities and vice versa. In the 
following cases, but one of several possible methods of treating each 
transaction has been selected United States capital, both long* and 
short-term, refers to that owned, and generaUy located abroad, by United 
States residents, foreign capital is owned by foreign residents and is 
generally located in the United States The stage at which a transaction 
is entered on the balance of payments and the disposition made of the 
financing instruments may also affect the type of entry used 

Case I Merchandvie Exports A Swiss importer purchases- $50,000 
worth of machine tools from a United States resident manufacturer and 
arranges to pay by means of a draft drawn on him by the American 
exporter The balance of pa>’ments entnes for these transactions follow: 

Debits Crepits 

Foreign short-term capita] $50,000 | Merchandise exports $50,000 

The e.xport of merchandise from the United States gives rise to its 
claim for payment and is a reduction in its assets. It is, therefore, a credit 
or receipt ( Credit item No. 1 ) When the Swiss importer pays the draft 
by means of another draft draw-n by his Swuss bank on its deposits m 
New York, it is a debit or payment, since it reduces United States claims 
and decreases its liabilities to the Swiss (Debit item No 12). 

Case II Merchandise Imports An American importer purchases silk 
textiles from an Italian silk mill and arranges to pay by means of a draft 
drawn by the Italian exporter on the importers New York bank’s Rome 
correspondent. The dollar equivalent of the lira value of these textiles 
amounts to $50,000 
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Debits Chzpits 

Merchandise imports $50,000 j U S. short-teim capital $50,000 

The Italiao textile mill has a claim against the importer, the trans- 
action increases United States assets and is a debit or pajnnent (Debit 
item No. 1). WTien the importer's bank pays the draft the transaction 
reduces Italy’s claims, decreases American assets and is a credit or 
receipt (Credit item No. 14). 

Case 111 Trocel Imports. American tounsts in France spend $300,- 
000 m francs for travel, hotel and restaurant bills, entertainment, gifts 
and other items. These sums are paid to French residents by means of 
trai’ellers checks drami on United Stales Bnancial institutions located 
abroad. 

Debits Ciiairrs 

Travel $300,000 j U. S short-tenn capital $300,000 

These purchases constitute French residents’ claims on the United 
States, are increases in American assets and are debits or pajments 
(Debit Item No 2). The travellers checks tendered m pajinent decrease 
United States assets abroad, ettuiguish claims on it and are credits or 
receipts (Credit item No. 14) 

Case IV Travel Exports Busmessmen from West Germany come 
to the United States where thev spend $25,000, meeting their expenses 
with traveller s dollar letters of credit drawn on deposits m U S. 

Debits Credits 

Foreign shoit-tenn capital $25,000 | Traiel $25,000 

These expenditures m the United Slates give nse to claims by it, 
decrease its assets and are credits or receipts (Credit item No 2). The 
U. S. deposits are a form of (oreign-owTied capital and the dollar drafts 
drawTi on them, when paid, extinguish United States claims, decrease 
its liabilities to the Germans and are debits or pa)Tnents (Debit item 
No. 12). 

Case t' Receipt of Income. American firms receive §250,000 in drafts 
drawn bi’ foreign banks on Iheir United States correspondents in pa}'- 
roent of interest and divndends on their direct investments in branches 
and subsidiaries abroad. In addition, they receive $50,000, remitted in 
tlie same wa\, in pavment of intereston their portfolio holdings of foreign 
securities The total income receh'ed amounts to $300,000. 
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Debits Credits 

Foreign short-term capital $300,000 j Income on investments $300,090 

Interest and dividends payable by foreign residents are claims by 
the United States, decreases in its assets and are credits or receipts 
(Credit item No 5) The drafts in payment of these items decrease 
United States liabilities to foreigners, cancel its claims and are pay- 
ments or debits (Debit item No. 12). 

Case VI. Payment of Income. Foreigners receive from American 
firms interest and dividends amounting to $50,000 in local currency on 
their direct and portfolio investment in the United States in drafts on 
foreign correspondents of United States banks. 

Debits Cr edits 

Income on investments $50,000 j U S short-tenn capital $50,000 

These income remittances, payable by the United States to foreign 
residents, are debits or payments because they increase foreign claims 
on the United Slates and decrease its liabilities (Debit item No. 5). The 
drafts in payment constitute decreases m United States assets, cancel 
claims by foreigners and are receipts or credits (Credit item No. 14). 

Case VII Private Unilateral Transfers in Cash Immigrants in the 
United States send $25,000 to their families overseas in foreign currency 
purchased from a New York dealer 

Debits Credits 

Unilateral transferi $25,000 j V S. short-term capital $25,000 

Although an immigrant’s cash gift remittance to his family abroad 
may not be a claim on the United States it has the same economic effect, 
it IS a decrease in its “liabilities” and a debit or payment (Debit item 
No 8) Foreign currency sent abroad decreases United States assets, 
reduces foreign residents’ claims for payment and constitutes a receipt 
or credit (Credit item No. 15) 

Case VIII Private Unilateral Transfers m Merchandise. The same 
immigrants send gifts of merchandise, valued at $15,000 to their relatives 
abroad. 

Debits Credits 

Unilateral transfers $15,000 | Merchandise eriiorts $15,000 

Although the immigrant’s shipments are gifts, they are nonetheless 
merchandise exports and receipts or credits (Credit item No. !)• Since 
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these exports give rise to no claim for paymeirt, shoit-term capital ac- 
counts are not aflfected Instead, the unilateral transfers account is debited 
(Debit item No. 8). 

Case IX Government Vniiateral Transfers The United States gov- 
ernment makes a grant of $80,000 to Cambodia for road improvement. 
The grant includes $40,000 worth of equipment and supplies (merchan- 
dise) and $40,000 in United States contractor’s fees (services). 

The following steps are taken to implement the transaction: The 
United States government establishes a credit for $80,000 in a New York 
bank’s correspondent in Phnom Penh by drawing on this account in favor 
of the Cambodian government, this credit is dra^vn upon by the Cambo- 
dian government as the equipment and supplies are purchased and as 
the United States contractor is paid. 


Debits 


Credits 


Unilateral transfers 

$80,000 1 

U S sbort-term capital 

$80,000 

U. S short-term capita] 

$40,000 1 

Vferchandise exports 

$40,000 

U S. sliort term capital 

$40,000 , 

Service exports 

$40,000 


The United States grant involves no <juid pro quo and is a unilateral 
transfer debit or payment (Debit item No. 8) The credit m favor of 
Cambodia decreases United States assets held abroad, cancels Cam- 
bodia’s “claim" for payment and is a credit or receipt (Credit item 
No 14). When the supplies and equipment are furnished, a claim on 
the Cambodian government is created and United ‘States assets are 
decreased. The transaction is a receipt or credit (Credit item No 1). 
When the contractor renders his seri’ices there is a reduction m United 
States intangible assets, he has a claim on the Cambodian government 
and the transaction is a credit or receipt (Credit item No. 6) The drafts 
drawn in pajme/it of these items, deposited m Cambodia in favor of 
United States residents increase tlie assets and decrease the claims of 
the United States and are payments or debits (Debit item No 13). 

Case X Private V S Capital Outflows— Direct Investment United 
States resident firms invest foreign currencies amounting to $75,000 in 
branches and subsidiaries abroad. Pajment is made by foreign currency 
bank drafts drawn by New York banks on their balances in foreign banks. 

Debits Credits 

U S long-term private capital- U S sliort-term capital $75,000 

direct investments $75,000 

The investments consbtule claims upon American firms, create 
United States assets, and are payments or debits. These firms have a 
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managerial interest in the brandies and subsidiaries and the debits are 
to direct investment (Debit item No. 11). The drafts drawn in pajment 
reduce United States assets abroad or foreigners’ claims and are receipts 
or credits (Credit item No. 14). 

Case XI Pnvale Foreign Capital Infoias— Direct Investment. A 
Frencli perfume manufacturer deades to manufacture liis products in 
the United States to sa\e transportation costs and customs duties. He 
arranges \vith an American contractor to build a perfume plant in Neiv 
Jerse> at a cost of S75,(XX) and to paj bj* a check ssbich he draws on his 
bank account in New York. 


Debits Cetoits 


Foragn short-term capital $75,000 Foreign private loog-tensi 

capital-dirert inxestments $75,000 


The French perfume maler owns and manages the plant Since lie 
transaction increases United Stales claims and decreases its assets il 
represents a receipt and direct ln^ estmects are credited for the amount 
(Credit item No 11). The check drawn in paxment by the Frendi 
perfume maker on his New York bank reduces United States liabilities, 
its claims and constitutes a paxmeot or a debit (Debit item No. 12). 

Case XII Private Foreign Capital Inflou^s-^Portfolio Swedish bus* 
nessmen purchase S30.000 worth of shocks in United States corporations 
through a broker in Nexv York Citx- and pav for them by purchasing and 
remitting dollar drafts accepted bj’ Amencaa firms These securities do 
not gixe the Swedish businessmen a managerial interest in the corpora- 
boas and are portfolio in\‘estments 

Debits Cfusns 

Foreign short-term capital $50,000 Foreign pniate long-term 

capital portfolio m^estInents $50,000 


The purchase of these secunbes gixes tlse American broker a claim. 
3s a decrease in Uiujfd States assets and is a receipt or credit (Credit 
item No 10) \Mien the Sxxedish purchasers pay by forxvarding the 
acceptances, these reduce I’mted States claims, decrease its liabilities 
to Sweden and are pajments or debits (Debit item No 15). 

Core XIII. U S Cctcrnmenf Capital Outflows The Export-Impori 
Bank of Washington lends the goxemment of India $100,000 to aid io 
financing a cement factor)' and draws on its balances in a New Delhi 
bank in fax'or of the Indian go>enini«it. 
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De3its Credits 

U S gONenanent | U. S. shoit-terro capital $100,000 

long term capital $100,000 j 

MTien the United States government makes the loan it creates an 
asset and a claim W India for pajment. The transaction is a payment or 
a debit (Debit item No. 16). UTien the Indian government’s credit with 
the New Delhi bank is established it reduces India’s claim, decreases 
United States assets held in New Delhi, and is a receipt or credit (Credit 
item No. 14). 

Case XIV. Pricafc U. S. Capital Ouf^mts— Port/oh'o Investment. 
United States residents purchase stocks and bonds of Japanese firms 
haling a dollar I’alue of S50,000 and pay for them by their personal 
checks on Tokj-o banks These securities do not give the purchasers 
a managerial interest in the firms and are portfolio investments. 

Debits Credits 

U. S. pm ate long-leitn j U S short-term capital $50,000 

capitai-portfoUo investments $50,000 j 

The purchase of the securities creates a Japanese claim, represents 
an increase in United States assets and is a pa>TOent or debit (Debit item 
No 10). The checks drawn on Tokj'o banks decrease United States 
assets, reduce Japan's claims and are receipts or credits (Credit item 
»No. 14). 

Case Gold Sales and Purchases The United States Treasury' 
purchases 8150,000 in gold from a mine located in South Africa and pays 
by a dollar Treasury’ check. It sells $100,000 worth of its monetary’ gold 
to the Greek government and receives a draft draisii by this government 
on its New York bank uhich is deposited in the U. S. account with a 
Greek bank 

DEsrrs CnEDm 

CoJd pmdiasw $150,000 . Forcisn short-term capita} $250,000 

U S short-term capital $100,000 1 Gold sales SIOO.OOO 

Foreign gold sales and purchases are etports and imports of a type 
of merchandise, but are entered separately on balances of payments 
because of the special importance of gold m monetary s> stems and inter- 
national trade The purcliase of gold increases United States assets, gii’cs 
use to a claim for paNment by South 4fnca and is a payment or debit 
(Debit item No ITl Payment for the gold purchased by the United 
Stales by Treasury check increases its liabihties, reduces claims for 
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pa>Tnent on the United Stales and is a receipt or credit (Credit item 
No. 13). The sale of gold by the United States reduces its assets, creates 
a claim on a foreign country and is a credit or receipt (Credit item No. 
17). The draft drawm by the Greek government in payment for the gold, 
when deposited in Greece, increases United States assets, reduces its 
claims on Greece and is a pajuient or debit (Debit item No. 14). 

Balance of Payments Based on These Transactions 

To prepare a balance of payments in an orderly fashion from trans- 
actions I-XV desciibed above, thej should first be posted to a worksheet 
similar to that shown on Table 4.1 From this worksheet, the balance of 
payments. Table 4 2, is readily derived 

TABLE 4.1 


Balance of Paymevts Wobesheet 


Items Debits 

(-) 

Current Acccunt—Merchandue 

Imports (Case II) $ 50,000 

Exports (Case I) 

Exports (Case VIII) 

Exports (Case IX) 

Total merchandise $ 50,000 

Balance on merchandise 

Current AcccuntServtces 

Travel (Case III) $300,000 

Travel (Case IV) 

Income on investments (Case VI) 50,000 

Income on investments (Case V) 

Miscellaneous services— contractor’s lees (Case IX) 

Total services $350,000 

Balance on services 

Balance on current account— mCT<4ian<Jise and services 
Unilateral Transfers Account 

Private (Case VII) S 25,000 

Private (Case VIH) 15,000 

Government (Case IX) 60,000 

Total unilateral transfers $120,000 

Balance on unilateral transfers $120,000 

United States Capital Account 

Government long-term (Case XIII) $100,000 

Private long-term 

Direct (Case X) 75,000 

Portfolio (Case XIV) 50.000 

Short term 
Case II 
Case III 
Case VI 
Case VII 


Credits 
( + ) 


$ 50,000 

15.000 

40.000 
$105,000 
$ 55,000 

$ 25,000* 

300,000 
40,000 
$365,000 
$ 15.000 
$ 70.000 


50.000 
300,000 

50,000 

25.000 
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Case IX 

S so.ooo 

80,000 

Case X 


75,000 

Case XIII 


100,000 

Case Xr\' 


50,000 

Case X^’ 

100,000 


Total 

S405.00Q 

$730,000 

Balance on U S cap\tal 


$325,000 

SuTnmory of U S Capital Acccfuni 



Gosernmenl long term (net) 

$100,000 


Prisnle direct long-tenn (net) 

75.000 


Pnsale portfolio long-term (net) 

50.000 


Pmale short-term (net) 


$550,000 

Total 

$225,000 

$550,000 

Balance on U S capital 


$325,000 

Foreign Capua! Account 



Pri\-ate long-term 



Direct (Case XI) 


$ 75,000 

Portfolio (Case XIl) 


50.000 

Private short-term 



Case I 

S 50,000 


Case I\’ 

25,000 


Case V 

300,000 


Case XI 

75.000 


Case XII 

50,000 


Case KV 


S150.D00 

Total 

S500.000 

$275,000 

Balance on foreign capital 

$225,000 


Summeru of Foreign Capital Account 



Private long term direct ( net ) 


S 75,000 

Pns'ate portfolio long-term (net) 


50.000 

Private short-term (net) 

$350,000 


Total 

$350,000 

$125,000 

Balance on foreign capital 

S223.000 


Cold Sales and Purchases Account 



Gold sales (Case XV) 


$100,000 

Gold purchases (Case X\') 

$130,000 


Total 

$150,000 

S”i6o,ooq 

Balance on gold sales and purchases 

S50.000 


TABLE 42 



OF Payments 



Export of goods and sernces, total 

+ 

$470,000 

Merchandise 

+ 

105,000 

Travel 

+ 

25,000 

Income on investments 

+ 

300,000 

Miscellaneous Services 

rt; 

40.000 

Imports of goods and services, total 


$400,000 

Merchandise 

_ 

" M,000 

Travel 

' _ 

300,000 

Income on investments 

_ 

50,000 

Balance on goods and services 

+ 

S 70,000 

Uiulateral transfers (net) 


$120,000 

Pnvate 

- 

40,000 
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Government 


80,000 

United Stales capital movements (net) 

+ 

$325,000 

Government (net) 


100,000 

Private direct (net) 

— 

75,000 

Private portfolio (net) 


50,000 

Short-term (net) 

+ 

550,000 

Foreign Capital 

- 

$225,000 

Pnvate direct (net) 

+ 

75,000 

Private portfolio (net) 

+ 

50,000 

Private short-term (net) 

— 

350,000 

Gold Sales and Purchases (net) 

- 

$ 50,000 

Unrecorded transaclions-errors and omissioiis 



Principal Sources of United States Balance of Payments 

Data 


The balance of payments is no exception to the general rule that a 
statistical tabulation is no better than the data upon which it is based. 
The basic data from which the United States balances of payments are 
derived are obtained from a number of sources of varying reliability, 
some parts are more accurate than others On the whole they are reason- 
ably trustworthy estimates, and the magnitudes which they present are 
homogeneous and comparable over time. 

Oil.er countries employ diEerent definitions, sources of data and 
methods of compilation Hence, the balances of payments of any two 
countries are not likely to be strictly comparable in detail The diEerences 
between them, however, are not large, general and over-all comparisons 
are usually warranted. The longer a nation has been compiL'ng these 
tabulations, the more accurate they are likely to be because the statis- 
ticians preparing them become more expert and the data more reliable. 

The principal sources utilized by the United States Department of 
Commerce statisticians in preparing balances of payments are the fol- 
lowing: 

Exports and imports of merchandise. The monthly and annual 
tabulations of foreign trade, both exports and imports, prepared by the 
Bureau of the Census are used for constructing these entries These data 
aie tabulated from the forms submitted by exporters and importers 
known as export declarations and import entries. With the exception of 
transactions having a va^ue of less flian §100, these statistics ate taW- 
lations of the universe and are not estimates 

Transpo)tafton The basic data for this account are obtained from 
ocean, airhne and other earners which fill out forms, supplied by the 
Department of Commerce, providing the requisite information In addi- 
tion, certain reports of the Civil Aeronautics Board, the Maritime Com- 
mission, the American Association of Railroads and the Interstate 
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Commerce Commission supply needed figures and are also utilized in 
constructing this account. 

Travel. The United States Immigration Service submits reports 
which include data used to prepare fiiis account In addition, the 
Department of Commerce utilizes questionnaires, filled in by travellers 
on a sample basis, to ascertain certain ejqjenditures of foreign traveb 
lets in the United States and American trar’eliers abroad. 

Miscellaneous services The data for communications are obtained 
directly by the Department of Commerce from firms in the communica- 
tions business. For reinsurance traosactioas, the Department utilizes 
figures submitted by all ^nns believed to be engaged in this activity. 
Motion picture rentals are submitted by American motion picture com- 
panies and the earnings in the United States of foreign companies are 
estimated from income tax returns and withholding statements. Engineers' 
and contractors’ services data are derived from questionnaires answered 
by aU firms beliei’ed to be engaged in this occupation overseas. Foreign 
representational expenses of foreign governments in the United States 
are obtained directly by the Department from the countries concerned. 
"Where this infonnatjon is not available, an estimate of these expenses is 
made based upon the number and size of the foreign operating missions 
here. The representational expenses of the United States government 
abroad are submitted to the Department by the agencies involved in 
tiiis activity. 

Unilateral Iransfers Individual remittances or, as they xvere formally 
known, immigrant remittances, are based upon reports received by the 
Department of Commerce from agencies knoum to be in the personal 
remittance business and from those u'hich sponsor temporar)' alien 
workers The figures for institufionai remittances are supplied by agencies 
engaged in relief >vorfc as well as institutions carrying on religious, 
educational, health and welfare svorlc abroad. Government unilateral 
frarvs/ers data are gathered b>' the Department of Commerce directly 
from those government agencies whitb engage in overseas operations. 

Capital and income accounts Censuses of Amencan investments 
abroad and Soieign rmestments in the United States were taken by die 
Treasury in 1942 and 1943 In 1950 and 1960 the Department of Com- 
merce look a census of United States direct investments abroad. These 
tabulations provide benchmark data for the preparation of statistics of 
capita! movements and income receipts and payments. The Federal 
Reserv'e System requires elaborate reports from member and other banks, 
dealers and brokers in foreign etAange and securides underwriters 
which provide data used to compute long- and short-term capital move- 
ments and the receipt Or payment of income. In addition, the Department 
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of Commerce sends questionnaires to American and foreign parent com- 
panies, branches and subsidiaries, to obtam data on the movement of 
direct investments capital and income. Reports are also received from 
the Securities Exchange Commission and the several state departroeats 
of insurance. The Internal Revenue Service tabulations of withholding 
tax reports supply other data. The movement of government capital is 
obtained by the Department from other federal agencies which under- 
take these operations. 

Gold Account The Department uses a varietj’ of sources in ela- 
borating this accounL The Bureau of the Census tabulates data periodi- 
cally showing the imports and exports of gold, earmarking transactions 
in gold are collected and published by the Federal Reserve Bank of 
New York while the Treasurj' publishes tabulations of international gold 
purchases and sales In addition the pubhcations of the Federal Resene 
Board show changes in the United States gold stodc, and those of the 
Burean of the Mint present figures on gold production and consumption 

in the United States.* 

The balance of paj-ments is a useful statement for the study of 
international economics because it presents in a few words and figures 
the broad outlines of the economic relations of a nation with the rest 
of the vTOfld or with selected areas and countries. To obtain the marimum 
information which these tabulations can be made to yield, they must be 
analyzed The next chapter presents one important scries of facts whidi 
the analysis of these tabulations can provide, the determination of 
balance of payments surpluses and deficits. 

QUESTIONS AND PROBLEMS 

1 Indicate the appropriate debit and credit entries for each of the foflo«'- 

mg transactions 

a) .\n American textile manufacturer imports SIO.OOO worth of wool from 
a New Zealand exporter and pays in British pounds purchased from 
a New York bank, which drew on its deposits in England. 

b) An Amencan farm machinery manufacturer sells $100,000 worth of 

farm combmes to an Aigentine importer who pays m dollars bougat 
from an Argentine bank, which drew on its deposits in a New lor 
bank ^ 

c) Greek merchants ship goods on Umted States ships.paying $10,000 
freight for the shipments. Payment for the transactions is made m 
dollar drafts, drawn by a Greek bank on its deposits in a New lor 
bank. 

a For a complete account of the sonrces used in the preparation of the 
Stales balances of pavments together »nd» the forms used in gathering the data *«• 
The Balance of Fairnents of the United States, 1949-1951 A 
Surety of Current Business, published by the United States Department of Uoffl 
mmw. Washington United States Government Printing OSce, ]95i pp 15-117. 
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d) American travellers spend $25,000 in SMtzerland pa>Tng for their 
expenditures in dollar traxelJers checks 

e) Amentum investors collect divideods and interest, amounting to 49,500 
francs, on their investments in France, The pa>ment was made in 
French francs by means of drafts drawn on a French bank, remitted 
to the American investors who deposited it to their credit in doDars in 
American banks The transactions took place at the rate of exchange, 
4 95 nevv French francs equal one dollar 

f) Italian immigrants living in the United States remit $1,000 in cash, 
and clothing valued at $2,000. to their families in Italy The cash 
remittances w ere made in the fonn of dollar drafts drawn on a Neiv 
York bank. 

g) An Amencan textile company establidies a mill in Belgium at a cost 
of 50,000,000 Belgian francs To pav for the transaction, it purchased 
Bel^an francs from an exchange dealer in New York at a cost of $1.00 
equals 50 Belgian francs and remits these Belgian francs to the con- 
tractoi in Belgnim. 

h) The Uruted States government makes a grant of $100,000 to India 
for the construction of a dam and places the money to the credit of 
the Indian govenunent in a New York bank The Indian government 
purchases $50,000 worth of equipment to build the dam from Amen- 
can suppliers and pays for it m checks drawn on the same Nevv York 
bank. 

2. Prepare a balance of pavmenls from the transactions bsted m question 1. 

3. Given the many sources emplojed by United Stales balance of payments 

statisticians, hou would jou explain the fact that there are some unre- 
corded transactions^ 

For bibIiograpIj> see end of chapter 6 
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The Balance of Payments; 
Analysis of Surpluses and Deficits 


“And Solomon detemuned to build an house for the name of the 
Lord, and an house for his kingdom . . . And Solomon sent to Hiram the 
Idog of Tyre, saying, As thou didst deal with David my father, thou didst 
send him cedars to build him an house to dwell therein, even so deal 
with me. . . . Send me now therefore a man cunning to work in gold, and 
in silver, and in brass, and in iron, and in purple, and crimson, and blue, 
and that can skill to grave uith the cunning men that are ivith me in 
Judah and in Jerusalem, whom David my father did provide. Send me 
also cedar trees, fir trees, and algum trees, out of Lebanon . . . And, 
behold, I Mill give to thy servants, the hewer? that cut timber, twenty 
thousand measures of beaten wheat, and twenty thousand measures of 
barley, and twenty thousand baths of ivme, and twenty thousand baths 
of oil.* 

Hiram agreed to this proposal and the transactions were consummat* 
ed Assuming they were the only ones undertaken, the following bilateral 
balance of payments would represent Israel’s international economic 
relations for the period: 
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Transportadon for Umber and lumber 
to Joppa 

Travel, one Vi'oiker to Joppa 
fq/nenis 

Eiports of merchandise: 

Beaten wheat 
Barley 
Wine 
Od 

Errors and omisnons 


Kot specified 
Not speofied 
Amounts 


20,000 meanires 

20.000 measures 

30.000 baths 
30,000 baths 


Note; Since these were barter transactions ahich <Ld rot mvuKe ans money fiows, 
espoits have been classified as payments and imports as receipts, eortiar) to the usual 
practice sihere moces u emplo) ed. Tht* balance of pa>Taents is based upon letters 
exchanged beUieen the Uiu moaarchs rather than upon the actual moseniest of goods 
and senices exchanged. It is, therefore an ct-^nte balance of pajm^nts Smee there 
is DO record of the actual amounts of coods and s«vices actuaD> transferred as a 
result of these arrangements, an ei-port balance of pa^rueuts casset be computed. 

These early transactions illustiale bilateral stale trading carried out 
in a lordly tnarmer and on a barter basis where the parties to the trans- 
actions do not even bother to state the s'alues or the anrounts inx’oh'ed 
in all instances. The modem student of balances.of pajTnents may weD 
>■03111 for the da\s of Solomon and Hiram when trade was simple. But, 
on the other hand, be should remember foreign trade itself was so simple 
that balance of pajments construebon and anah'sis was nonesistent In 
toda>'’s world, the balance of pavments stabstician has a challenging and 
revvarding job as the following seebons and the nert chapter suggest. 
RsIal/onshJps Among Balance of Peynnenls Accounts 

A number of people have stated that the recent deficits on the 
United States balances of paiments could be avoided by curtailing im- 
ports or that they could be eliminated by abandoning foreign aid pro- 
grams. The faUac)' of these opimons Les in failure to recognize die fact 
that there are relationships among all of the items and that one of them 
could not be raised or low ered without lowering or raising some of the 
others. The balance of pa>inents is an integrated whole, a change in one 
part must be follow ed bv changes in others. 

Specific relationships ememg certain accounts Later chapters draw 
attenbOD to the fact that there is an important relationship between 
direct capital investments abroad, on the'one hand, and e.Tports of goods 
and services on the other. Conversely, foreign direct investments in the 
United States are also related to our imports of goods and services. MTien 
foreign concerns solicit .American investments they are often motivated 
hy a desire to obtain dollars for fte purchase of goods, equipment and 
suppbes here. If imports were not desired, there would be less foreign 
investment than there is now. 

In addition, there is a direct relationship between United States 
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capital movements and our receipt of income on investment. Bairing a 
decline in the rates of interest and dividends, we could expect larger 
receipts of income from investments as U. S. capital flows overseas. Con- 
versely, as foreign capital flows into the United States (unless there is a 
counter-movement in rates of interest and dividends) U. S. paynients on 
income on investment should increase. 

Exports and imports of goods are likewise related to transportation, 
travel and certain miscellaneous services An export or import must be 
shipped and consequently the transportation accounts wll grow or 
decline as ejqiorts and imports increase or decrease. Since exports and 
imports of merchandise are usually insured for considerable sums, insur- 
ance companies often reinsure a part of the risk with foreign companies 
The consummation of business transactions involving the export and 
import of goods and services and the investment of capital likeudse 
involves considerable international travel on the part of businessmen. 

Increasing government unilaterat transfers, especially when made 
for purposes of economic development, may also involve the account 
“miscellaneous services— government," because the expenditures of our 
establishments abroad to administer the aid programs axe likely to grow 
as a result. The accumulation of large short-term balances abroad may be 
followed by investment in foreign long-term portfolio investments so 
that these funds can earn interest rather than Ue idle in bank deposits. 

Role of foreign holdings of V. S. dollars There has been much mis- 
understanding of the role of United States dollars earned by our foreJgu 
trading partners. Dollar holdings are only good ultimately for two 
things— spending in the United States or increasing the international or 
banking reserves of the countries which earn them Since dollars are 
legal tender only in the United States they must finally come to rest in 
the United States if they are spent at all 

If dollars are eam^ by the United Kingdom, for example, they may 
be spent in Argentina for imports of beef The Argentinians might, in 
turn, spend them in Bolivia to pay for the import of tin, and Bolivia might 
then buy farm equipment in the United States with these dollars. Unless 
they are added to a nation’s reserves, they will be ultimately spent in 
the United States and eventually operate toward increasing our balance 
of payments receipts If they are used to augment a nation’s interna- 
tional or banking reserves, they serve to strengthen the international 
and domestic position of the recipient country which could become a 
better trading partner as a result. 

Noh’ what proportion of our payments abroad returns to us in the 
form of receipts from exports and what is retained by foreign countms 
as a part of their international and banking reserves^ A recent study sh 
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some light on this question.- Our increased imports of goods, imder tariff 
liberaL'zation, mean that other nations wiU accumulate reserves of dollar 
exchange and in their turn use a part of them to import more goods 
from the United States. To calculate the resulting increase in foreign 
imports from the United States, the stud)’ estimates the percentage of 
dollar e.xchange earnings of foreign nations which are spent on imports. 
Table 5.1 shows the estunated percentage of foreign dollar earnings 
which will be spent on imports from die United States. 

TABLE 5 I 

UNnxED States E-stort Increase as Pebcentace of Net Increase 
In Forejcn Dollar Eabntscs* 

Tercentage 


Mimmum 13 

First quartde 25 

Methan 30 

Third quarUle 53 

Ma-umum 81 


The proportion of these reserve earnings of dollars spent on imports 
varies from a low of 13 per cent to a high of 81 per cent mth the median 
standing at 30 per cent The Bgures apply to proportions and prices 
prevailing in J853, and reflect a wide variation among the several coun- 
tries in the amount of dollar earmngs devoted to merchandise imports 
from the United States. In addition, as the study points out, some of the 
dollar earnings are used to pa)’ for imports from other countnes, and a 
part of these may later return to the United States in paj’ment for pur- 
chases made in this country. 

The proportion of reserv’es devoted to imports from the United 
States also s-aries OT’er time and to a certain extent is a function of the 
size of the reserves themselves. Nations with large dollar resers'es are 
inclined to devote larger proxiortions of them to United States imports 
than those ^vith smaller reserves. 

Balance of Poyments Surpluses and Deficits 

Three different concepts of the balance of payments are usually 
distinguished: the market, the program and the accounting balance. The 
market balance refers to the actual market demand and supply situation 
for foreign exchange, the program baiance, to the amounts of foreign 
exchange* demanded and supplied for some specific purposes or pro- 
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grams; and the occounfing balance, to the amounts of foreign exchange 
entered on the debit and credit sides of a balance of payments statement* 
The market and program balances are termed ex-ante concepts because 
they refer to anticipated changes in balance of payments magnitudes. 
The accounting balance is called an ex-post concept because it refers to 
changes in balances of payments magnitudes which have already taken 
place. 

This chapter treats only the accounting, ex-post, concept of the 
balance of payments of which there are several types. The hvo principal 
ones are those prepared by the United States Department of Commerce 
and those prepared by the International Monetary Fund. The basic pres- 
entations of these bvo types are frequently rearranged by analysts to 
develop certain facts of interest or to serve certain specific analytical 
purposes. In chapter 3 a balance of payments prepared by the Depart- 
ment of Commerce was shown; this chapter utilizes that as well as those 
constructed by the Intematioaal hfonetary Fund. 

Mercantilist concepts of deficits and surpluses. The underlying con- 
cept of the balance of payments is an old one dating back to Mercantilist 
thought, probably late in the fourteenth century, when it was then 
called the' balance of trade or the balance of accounts. The Mercantilists 
were primarily interested in specie floxvs in and out of a country resulting 
from transactions on the merchandise and services accounts It was later 
recognized that surpluses and deficits on the cunent account eould be 
liquidated by capital flows, as ivell as by specie, and capital was believed 
to be a balancing medium for current account surpluses and deficits. 

Methods of financing the current account so heavily emphasized by 
the Mercantilists are still studied for certain analytical purposes. In 1949, 
for example, the Economic Cooperation Administration and the Depart- 
ment of Commerce sent a joint mission— the Taylor Mission— to Europe 
to investigate Europe’s dollar deficit and to explore the possibility of 
increasing its dollar earnings. As one of the supporting documents of 
the Report which this Mission issued, a statement of the methods of 
financing the United States current account surplus was appended and 
is reproduced m Tables 5.2 and 5.3.® 

These tables show the extent to which surpluses were financed 
between 1914 and 1948 by the liquidation of foreign-held gold and dollar 


* Cf Machlup, Fritz "Three Concepts of the Balance of Payments and So- 
Called Dollar Shortage” Economic Journal (March, 1050), 46 68^ and Badger, 
Donald G. "The Balance of Payments A Tool of Economic Analysis Stafj Fapen, 
International Monetary Fund (^ptember, 1951), 149-162 

B Report of the ECA-Commerce Afunon The Economic Cooperatiop Adnnmstra 
tion, Washington, DC US Goveniinent Printing Office, October, 1949, p. 42. 
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assets, by private capita! and by United States government loans and 
grants. During this period as a whole, a surplus of over $100 billion was 
thus financed; about 48 per cent of it was met by United States govern- 
ment grants and 16 per cent by government loans. Note that these figures 
include in the grants about $44 billion worth of Lend-Lease. 

Deficits and surpluses on the balance of payments as a whole. Under 
the Classical School, which came to occupy a dominant position in eco- 
nomics after the Mercanhlisls, attention was directed to such economic 
theories as the doctrine of comparative advantage, the price-specie-flow 
mechanism and the international level of prices. The Classical authors 
were little interested in the construction and analysis of balances of pay- 
ments and but limited progress was made in this art during the ascend- 
ance of this School Beginning in the nineteen-twenties, interest in balance 
of payments underu’ent a renaissance and this concept is now assuming 
an increasingly important place in both die science and art of interna- 
tional economics. 

To be significant and effective, economic analysis should emphasize 
matters of current interest and importance Oui international financing 
problems today are not those involved in the current account alone but 
include the means of payment of all the items on the balance of payments 

This problem is one of determining the funds available for making 
international payments and is of importance since international and 
banking resen-es are required to sustain a nation’s eirternal and domestic 
monetary economies Liquidity and growth depend, m part, upon them. 
^Vhen a nation lacks the means of external pa>Tnent it finds difiiculty in 
importing and investing abroad To earn international reserves, such a 
nation must concentrate upon exports and other receipts, and this may 
require a program of austerity as it did for the United Kingdom during 
the immediate post-World War II years In addition, reserve-short nations 
often restrict imports and capital outflous tlirough the use of import 
and exchange controls which tend to reduce the level of world trade. 

The analysis of surpluses and deficits on the balance of pa>'ments as 
a whole involves a definition of the mov'ement of international reserves 
as Well as techniques for calculating tins movement \\Tiere a nation is 
evpenencing a surplus, its international reserves increase, where it has a 
deficit, they decline It is easy to state this concept, but its calculation 
involves points of both theory' and teclinology and is seldom a simple 
process One is obliged to distinguish between independent and balancing 
capital movements, this procedure usually involves an element of judg- 
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ment and is not always entirely objective* The surplus and deficit analyst, 
since he is confronted by the fact rather than the reasons for it, is obliged 
to proceed by trial and error or to employ ad hoc methods of empirical 
analysis. Among the several possible definitions and methods of segre- 
gating surpluses and deficits two are of special importance: that em- 
ployed by the United States analysts and that formerly used by the 
International Monetary Fund. 

Deficit and surplus determination— U. S. procedures. The hypotheses 
which underlie United States deficit and surplus determination are that 
where foreign nations accumulate liquid holdings of U. S. dollars and 
gold, the balance of payments is in deficit b>' the amount of these items 
WTiere these foreign holdings decbne, the balance is in surplus by the 
amount of the decbne. \Vhere there is no change in these balances, there 
is neither deficit nor surplus and the accounts are in balance. 

Liquid dollar holdings or balances may be defined as short-term 
assets, or those having a maturity of one year or less, plus long-term 
United States government securities Returning to the United States 
balances of payments for 1959 and 1960, presented on Table 3 1, the 
liquid dollar balances and government securities held by foreigners are 
shown on hnes 45, 46 and 47 and the gold sales and purchases on line 48. 
For 1960, using the figures on this table, the defio’t amoimted to $38 
billion and is given on line 49. It is computed as follows: 


TABLE 54 

Computation of the Deficit on the Uvttek States 
Balance oi Payments for 19S0 


^Millions of dollars) 

Liquid dollar holdings (Lines 45-47) 

Line 45, Foreign purchases of U S govemmen* bonds and notes 
Line 46, Increase in U S short-term liabilities to foreign banlcs 
Line 47, Increase in other U $ short-term Labilities 
Total liquid dollar holdings 

Gold and convertible currencies held by U S monetary authorities (Line 
Total Lquid dollar holdings and gold (Line 49) 


127 

2,107 

-104 

2,130 

1 , 7 ^ 

3,832 


The definition of United Stales surpluses and deficits presented 
above is the one generally employed, but it is not the only possible one. 


* Independent and balancing capital movements are sometimes termed 
nomous and induced They are held to be autonomous when they occur as a r«uJ ® 
independent market forces or the )udgment of imestors and induced when they we 
made, either by government authority or market forces, to bnng a nations re^I“^ 
and payments into balance The terms autonomous and induced are also appuw 
intemat'onal transactions under the Keynesian multipher analysis to indicate ^ o 
which occur as a result of incorne dianges— induced— and those which 
pendently— autonomous To aiwid confusion, the terms independent, and bal^e 
or dependent, capital movements are used in this work to apply to capiUl , 

which occur independently or to bnng the accounts into balance, and ai^n 
and induced in conjunction with the study of flie income or multipher effect. 
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According to another definition, prix'ate short-tenn capital movements 
(line 37) are excluded. In 1960, this item amounted to $1.3 billion and, 
il this definition is used and these ou^ow’s subtracted, the deficit becomes 
$2.5 billion ($3.8 — $1.3 = $2.5 billion). Some analysts regard the item, 
errors and omissions, line 50, $0.6 billion, as representing the unrecorded 
outflow of short-term capital and feel that it should be taken into account 
in computing surpluses and deficits. If this definition is adopted, the 
deficit becomes $1.9 billion ($25 — $06 *= $1.9 bi^Uon). Other definitions 
are possible, and in analytical work of this tj’pe u is important that the 
definition fit the purpose for which it is made. 

The term liquid dollar assets lacks precision, because liquidity is a 
relative term In United States anab'tical work, only short-term assets 
and government securities are held to be liquid. However, ivith the well- 
organized securit>’ markets, many long-term stocks and other bonds, at 
least those listed on an exchange, are liquid in that they may be converted 
into cash on short notice Given the fluctuations in the prices of these 
securities, they may only be liquid at a price— the going price on the 
exchange on which they are quoted. For some analytical purposes, 
notably under the procedures formerly used by the IntemaHonal Mone- 
taty Fund, some of them havt been regarded as liquid holdings. It should 
be noted that it is not the general practice in the United States to regard 
these securities as a part of a nation's liquid assets 

Table 5.5 presents United States deficits for 1957 and 1958 and also 
illustrates another form n’hich balance of pa)Tnents presentations may 
take. This form ma)' be termed the foreign exchange budget t>’pe because 
its principal emphasis is on the growth and dech’ne of foreign exchange 
reserves. 

The statement for 1958 reveals a deficit on U. S accounts of $3.4 
billion. Of the total amount of dollar exchange earned in the year, foreign 
governments converted $2.3 billion into gold, a fact which disturbed 
many Americans The deficit occurred in spite of a surplus of $2 2 billion 
on the current accounts In 1958, United States uivestment abroad in- 
creased by $3.8 bilUon and so the balance of payments for this year shoxvs 
that this country >vas an investing nation 'Hie statement also indicates 
that unilateral transfers amounting to $2 3 billion were made in 1958, 
therefore, it was also in that year a donating nation. Investment plus 
unilateral transfers and military eqienditures account for the fact that 
die balance of payments w as in defidt in 1958. 

The statement for 1957 presents a different picture During this year 
the balance of payments was within $400 million of being in equilibrium, 
just about as close as it ever comes to being in balance. There was a 
surplus on the current account— o saoing— of $5.8 billion, but heaxy 
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TABLE 55 

BtLANCE Of PAYilENTre OF THE UNITED StATES 
With Foreign Coustiues and Isternattovw, KsTmmovs* 
In billions of lioUais. rec^pts, pajments (— ) 



Calendar Years 

Type of Transaction 

Goods and senices 

1957 

1?58 

Exports of merchandise 

19.4 

162 

Imports of merchandise 

-13 3 

-12.9 

Trade balance 

6.1 

32 

In\estmeni income, net 

2.2 

22 

Transportatioti, travel, and miscellaneous services, net 
Balance on goods and services before United States 

07 

01 

military e.Tpenditure abroad 

90 

5.7 

Umted States military expenditure abroad 

-3.2 

-34 

Over-all balance on goods and services 

Grants and captial, net 

58 

22 

Pnvate remittances 

-0.5 

-05 

Government grants 

-1.8 

-18 

Subtotal 

United States capital 

-2.3 

-23 

Private 

-32 

-2.8 

Gov emmest 

-1.0 

-10 

Subtotal 

-4.1 

-38 

Long-term foreign capital 

04 

— 

Balance on grants and capital 

-60 

-61 

Errors and omusioru or unrecorded trarMctions 

0.7 

04 

Over-all pa)-ments balance 

Settlement items 

04 

-34 

United States sales of gold 

-0.8 

22 

Increase tn foreign liquid dollar holdings 

04 

12 

Total 

-0 4 

3.4 

* Niilitary aid grants and a«soaaled exports of goods 
throughout Components may not add to totals because i 
Source Sfortfhly Hcttetc, Federal Reserve Bank of N Y. 

and services are 
if rounding 
November; 1959. 

deluded 


investments, $-i.l billion and grants and private remittances of 
billion more than counterbalanced the current account surplus. In 1937 
foreigners increased their long-teim inr'estments in the United States by 
$400 million. Without this receipt of funds the deficit would have been 
even greater. 

Deficit and surplus determination— IMF procedures The experience 
of the International Monetar>’ Fund with the determination of balance ot 
payments surpluses and deficits affords a good illustration of the difBcu - 
ties involved in such computations. The problems which confront e 
Fund are somewhat different from those in the Umted States. Since on^ 
of the several objectives of the Fund is to assist member nations in t eir 
balance of pa>’ments difficulties, it is natural that the Fund would con 
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centrate on members’ holdings of foreign exchange. The International 
Monetary Fund at first measured the deficits and surpluses of its mem- 
bers by computing the financing needed to balance their accounts and 
by calculating the growth or decline m their holdings of foreign exchange 
and certain t>’pes of other capital for each penod. This method differs 
from that employed by the United States, where the surpluses and deficits 
are determined by computing the amount of gold and dollar exchange 
which other nations earned rather than those which the United States, 
itself, earned. 

The International Monetary Fund proposed the concept of “com- 
pensatorj' official financing” as its early approach to this problem. Accord- 
ing to this concept governments exercise considerable control over the 
movement of gold and foreign exchange and endeav’or by both direct 
and indirect action to bring or maintain these reserves up to desired 
levels. Governments engage ‘in considerable short-term financing through 
the purchase and sale of foreign exchange, they also regulate ie move- 
meat of foreign exchange through import and exchange controls and the 
foreign exchange transactions of their commercial banks The sum of the 
official and private banking exchange transactions are held to measure 
the surplus or deficit on the balance of payments The hypothesis under- 
lying this concept is that the increase or decrease in official and banking 
foreign exchange and gold reserves measures the magnitude of the surplus 
or the deficit on the balance of pa>'ments ^ 

Item F Compensatory Official Financing, net, of Table 5 6, shows 
this concept as worked out by the Fund’s staff for Latin America for 1947 
Latin America ran a deficit in 1947 with the rest of the world on recorded 
transactions, as shown by Item D amounting to — S209 million The errors 
and amissions, or unrecorded transactions, totalled- —$214 million. The 
sum of these two items, —$423 million, the total amount of Latin Amenca’s 
balance of payments deficit, was officially financed by the items listed 
under F. It should be noted that this official compensatory financing does 
not include “special official financing,' Item C, or financing designed to 
cover certain special purposes and of a generally nonrecurrent character. 

With the improvement in the worlds banking and international 
reserves which became manifest in 1933, the concept of official com- 
pensatory financing lost some of its si^uficance. The quantitative deter- 

^ See the Balance of Payments Yearbook 1938, 1946, 1947 Internatjonal ^fone- 
taiy Fund, Wa-ihington, D C 1949, p 5 The concept of official compensatory 
financing presents many complcsiUes For a foHw discussion of this concept the 
is referred to this Year/wot, pp 4-24, to the Balance of Payments itanual of 
p J^emational Monetary Fund, January, 1950, pp 108-11, and to Badger, Donald 
Balance of Payments- A Tool of Economic Analysis,’’ Staff Papers, Infema- 
Monetary Fund. September, 1951. pp S6-197 
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TABLE 5 6 


Financing of Transactions or Latin Aniebica with Rest of Worid, 19471 
( In millioiis of U. S. dollars ) 


TOTAL 

A. Goods and Services and Private Donations 


Trade balance (fob.) 472 

Nonmonetary gold, net SO 

Investment income, net —580 

Transportation and insurance, net —516 

Foreign travel, net Zf 

Other services, net —65 

Pnvate donations, net —7 

Total -619 


B Private Capital, net 

Direc* investment Iiabilibes 
Other long-term capital 
Short-term capital, net® 
Total 



C Special Offiaal Finanang, net 
Donations 
Loans received® 

Amortization and other repayments* 

IMF, IBRD gold and dollar subscriptions 
Total 

D Surplus or Deficit (— ) of Above Items 
E Errors and Omissions, and Multilateral Settlements 
F Compt" atory Official Finanang, net 

Repurchase of foreign debt and debt settlements 
Loans receded or extended ( — ) 

IMF advances 

U S Stabilization Fund loans 
Other foreign exchange liabilities® 

Foreign exchange holdings® 

Monetary gold holdings 
Total 


24 

no 

-w 

-67 

-20 

-209 

-214 

-177 
-199 
32 
100 
69 
-279 
876 _ 
423 


1 No sign indicates aedit, minus sign indicates debit 

2 Changes in public holdings of U S notes and coin in Cuba, $28 million in- 
crease (debit), and the Dominican Republic, $3 millton decrease (credit), are shown 
under foreign exchange holdings in compensatory financing rather than in pn'ae 
short-term capital movements 

2 From U S Government, mostly Export-Import Bazik foaos, inciViues air »»- 
million U S short-term advance to Cuba 

* Includes §13 milhon repayment by Mexico of U S short-term credit 
$12 million repurchase of public debt by Daminican RepubLc, which is enter 
compensatory debt repurchases 

5 Excludes U. S short-term advance to Cuba, $11 milhon, and Mexican repay 
ment of U S short4erm credit, $13 million, see footnotes 3 and 4. 

Source Balance of Payments Yearbook, 1938, 1946, 1947. International Monetary 
Fund, Washington, 1949, p 60 
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mination of this financing also involved judgments concerning what was 
and what was not official compensatory financing and its magnitude was, 
therefore, not entirely objective. In addition, this conc^t was not suffi- 
ciently flexible to meet the requirraients of all the members of the Fund, 
many of which had special problems invohing solutions poorly adapted 
to its confines. In 1954, therefore, the Fund abandoned its use. In its place 
a close approximation of surpluses and deficits has been substituted, 
sufficiently exact for most analytical purposes and prepared individually 
for each country to suit the exigencies of each case. 

In making its analyses, the Fund obtains from each country a table 
of basic data prepared in ‘accordance with its Balance of Payments 
Manual and other instructions Table 5.7 shows the basic data for India 
for 1959-1960. From basic tables such as these, the Fund’s stafi (in colla- 
boration with balance of payonents technicians of the country concerned) 
prepares analytical balances of payments. Table 5.8 presents the analy- 
tical balance of payments for India for 1958-1959. 

Group D on the analytical balance of payments, Table 5.8, presents 
aa approximation of the deficits and surpluses on India’s balances of pay- 
ments. In 1938 the deficit amounted to 4,3^ million rupees. This deficit 
was financed, or compensated, by official loans and grants received total- 
ling 3,064 million rupees (group E), and monetary movements (group 
F) 1,265 million rupees. In spite of the very large loans and grants which 
India received, its reserv-es of foreign exchange declined by 1,265 million 
rupees in that year as shown in group F. 

The loans and grants received from the United States, shown in 
group E, w’ere substantial and it is interesting to note that India also 
received help from Canada, the Federal Republic of Germany, the Inter- 
uational Bank for Reconstruction and Development. Britain and the 
I1-S.S R. In view of the decline in India’s holdings of foreign exchange, 
India may be said to have dishoarded in that year. There w-as a net inflow 
of private donations, long- and short-tenn capital as shoTvn under group 
B, but from the data presented we are not able to tell if the investment 
vafiow' represented India’s disinvestments abroad or foreigners’ invest- 
ments in India. 

A somewhat different picture is presented by the analytical balance 
of payments for 1959, Table 5 8. nie deficit on the current accounts 
(group A) —2,483 milhon rupees, tiie surplus on miscellaneous donations 
and capital (group B) of -f-416 milhon rupees, and errors and omissions 
(group C) —332 million rupees, left India’s balance of payments in a net 
deficit of —2,399 million rupees. But in this year India received 3,074 
rupees worth, of official loans and grants (group E), which more 
than counterbalanced this defidt and gave India net accruals on flie 
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Bask: Gloh-ai. Data, 19^ 

AKO 1960 




( In ituOions of Indian rupees ) 





1959 


Provisional 1960 



Credit 

Debit 

Credit 

Debit 

A. 

Goods and Sendees 

■^747 

lOi^ 

7,955 

11.890 


1. Merdiandise 

6,279 

9,377 

6,273 

10,577 


2. Nomtionetaiy gold 

3. Freight and insuranee 

59 
j- 284 

1' ^ 

V A 

“ 


4 Other transportation 

/- 

i 



5. Trac'd 

^ 191 

^ 92 

f ( 



6 ln\estjnent income 

134 

399 ' 

> 1.6S2 > 

• 1.313 


Diret* iavestaienl income 

— 



Other- 

_ 

- 

1 



7 GoA’cmment, n-i e. 

535 

132 1 

1 j 



8 Other semces 

265 

274 J 

/ 

3,935 


Net goods and serAdees 

- 

2,527 

- 

B. 

Transfer paxmietits 

971 

164 

879 

164 


9. Pri«te 

5S2 

164 

469 

164 


10. Central govemment 

089 

- 

410 

- 


Net transfer paxtaents 

807 

— 

715 



Net total (1 thiougb 9> 

— 

2.109 

— 

3,630 


Net total ( 1 throu^ 10) 

- 

1.720 

- 

34120 

C 

Capital and Monetary Cold 

2.W1 

_ 

3.335 

- 


Nonmonetary sectors 

11 12 Direct investment and 

2.604 


2.911 

2S 


ctha private long-term 

— 


. — 


Direct inv-estment liabUibes 
Other liabilities 

}- 

}■ 

}- 



Assets 

^ 15 


' 19 



13. Odie- private short-Jerm 

_ 

SB 

— 

10 


14. lAKal gmemment 

— 

— 

— 

•* 


15 Central government 

2,712 

— 

. 2.946 



Long-tom liabilities 

1.939 

93 ' 

[3.024 

[- 


Short -tom liabihties 

728 

J 

^ 78 


Assets 

140 


— 


Monetary sectors 

— 

563 

414 

~ 


16 Private institutions, liabilities 

38 

— 

70 



17 Pnvafe institutioni assets 

40 

_ 

2 

— 


18. Central institutions liabihties 

739 

_ 

— 

3^ 


To IMF 

737 

— 

— 

329 


Other 

2 

— 

— 

*■ 


19 Central institutions assets 

_ 

13S0 

671 



IVCF subscription 

_ 

932 

— 



O^er foreign assets 

— 

423 

671 

— 


Monetary gold 

- 

- 




Net Errors and Omissions 

_ 

321 

- 

105 

Source Balance of Paymenis Yearboolc, IXIF, Vol. 13, X960. 
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TABLE 5.8 
INDIA 

International Transactions 195&'1959 
(In millions of rupees) 



1958 

1959 

A Goods and Services 



Erports io.b. 

5,643 

8,276 

Imports c.iJ. 

-10,568 

-9,375 

Private 

-5,288 

-4.924 

Government 

-5,282 

-4,451 

Trade balance 

-4,925 

-3,099 

Transportation and insurance 

319 

277 

Investment income 

-152 

-190 

Govemmait, lui e. 

189 

456 

Other 

m 

93 

Total 

-4.444 

-2,483 

B. Xiucelkneous Donations and Capital 



Private donations 

422 

386 

Private long term capital 

-206 

-29 

Private short-term capital 

-19 

-27 

Official repayments 

ITS 

58 

Miscellaneous official and bank capital 

-45 

28 

Total 

330 

416 

C. Net Errors and Omissions 

-215 

-352 

D Total (A through C) 

-4.329 

-2,399 

E- Official Loans and Grants Received 



MSA/FOA/ICA grants 

148 

179 

Colombo Plan grants 

185 

180 

Oflier grants 

I 

1 

Canadian Government loan 

155 

1 

Federal Republic of Germany loans 

342 

325 

IBRD loans 

732 

456 

Japanese loan 

— 

25 

U.K. loans 

224 

504 

U- S. loans 

902 

1,277 

U.S S.R. loans 

377 

120 

Total 

3,064 

3,074 

F- Monetary Movements 



Net I.MF position 

21 

—216 

Payments agreements (net) 

— 

—48 

Other short-term liabilities to foreign official and banks 

49 

—44 

Other foreign assets (mcre.ise— ) 

1,195 

-367 

Total 

1,263 

-675 


Balance of Pofjments Yearbook, IMF, VoL 12, 1960 
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monetar>' movements of foreign exchange (group F) of 675 million 
rupees. So in this year, India hoarded foreign exchange. 

India’s balances of pa>’ments in both years were unsusiainabh. 
However, India is in the process of a far-reaching program of long-term 
economic development. As economic development proceeds apace the 
Indian planners expect that its exports will increase, its need for extra- 
ordinary imports decline, the heavj’ deficit on the current accorints will 
require but L’ttle special or compensating financing and its balance of 
paNTOents will become sustainable. 

The term “fundamental disequilibrium" was emploj'ed, but not de- 
fined, in Article IV, Section 5, Paragraph a of the Articles of Agreement 
of the International Monetary Fund which states: “A member shall not 
propose a change in the par value of its currency except to correct a 
fundamental disequilibrium." A balance of pajments does not pro\ide 
suiBcient information m itself to determine whether or not a nab’on is in 
fundamental disequilibrium Such a determination must take into account 
die entire level of econorruc actjx’itj’ of a country and involves the study 
of its emplojinent, output, price levels and income, among other things 
So, although India’s balance of payments displayed deficit characteristics 
in the two years studied above, the balances of payments by themselves 
do not tell us whether this reflected a fundamental disequilibrium or not 

Analv’ses of the surpluses and deBcits on the balances of payments, 
although they have received the most attention, are not the only studies 
to which these compilations lend themselves. The following chapter dis- 
cusses other inferences whicb may be drawn, upon analysis, from these 
tabulations. 


QUESTIONS AND PROBLEMS 

1 ^Vhy did the Intemabonal Monetary Fund arrange to publish the balances 
cf payments of its member nations^ 

2 Cite reasons for the decline in interest in surpluses and deficits on the 
current account and the increasing interest in surpluses and deficits on 
the balance of payments as a whole 

3 In Chapter 5, some of the relationships among the sei'eral items on a 
single nation’s balance of payments were descnbed \Vhat relabonsnips 
exist betiveen the balances of pajments of any ti'O nations trading m 
each other? 

4 Explam the differences in the methods of computation of 

ments surpluses and deficits employed in the United States and o 
formerly used by the International Monetary Fund under its concep 
official compensatory ffnancmg 

5 \Vhy did the International Monetary Fund abandon its concept of coo 
pensatory official financing^ 
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6. To what uses do foreign nations put th«r eamings of dollars? 

7. is meant by ex-post and ex-ante statements of a nations intenia- 
tional economic relationships? 

8. How was the United States surplus on its current account financed 
between 1914 and 1948? 

9. What inferences do you draw from India’s balances of payments for 1956 
and 1959? 

10. Using the figures presented on Table 3 1, compute the deficit on the 
United States balance of payments for 1959 

For bibliography see end of chapter 6 
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The Balance of Payments: 
Analysis of Characteristics and Trends 


“There are yet some petty things which seem to have reference 
to this Ballance, of which the said Officers of his Majesties Customs can 
take no notice, to bring them into this accompt. As namely, the espences 
of travailers, the gifts to Ambassadors and Strangers, the fraud of some 
rich goods not entred into the Custom-house, the gain which is made 
here by Strangers by change and re-change, Interest of mony, eosuraoce 
upon English mens goods and their lives: which can be litUe when the 
■dtarges of their living here Is deducted; besides that the >'ejy hJce advan- 
tages are as amply ministred unto the English in forraign Countreys. 
which doth counterpoize all these things, and therefore they arS not con- 
siderable in the drawing up of Aesaid Ballacce.** 

Such were some of the contributions of Thomas Mun, one of the 
leading British Mercantilists, to the art of balance of payments construc- 
tion and interpretation. Until recent years, attention continued to be 
focused upon surpluses and deficits as it was in Man’s day, but in the 
last decade balance of payments analysts have sought to draw other 
and broader inferences from these tabulations. 


Special Problems of Balance of Payments Analysis 

Foreign economy largely dominated by a single indtatry. Since more 
than 90 per cent of Venezuela’s exports consist of oil extracted by forci^ 
owned" companies, an anaTyticaf balance ot' payment's war com'uuw 
by the International Monetary Fimd for this country' to show some 0 
the effects of this fact. Group A of die items in Table 6.1 presents e 


iMun, Thomas. Engbrufs Treesure bt/ Forraign Trade ot The BaUa 
FofTflign Trade is the Rule of cur Treasure (Published by his son. Jo"” * 'jFnclish 
don; Thomas Claris 1664. Quoted front the edition by McCulloch, L R , harty 
Tracts on Commerce Cambridge: The University Press, 1954, p. 207. 
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transactions of the oil compani^ separately from those of the other 
sectors of Veneruela’s economy. The credit items in this group indicate 
the foreign exchange receipts of these firms and the debits their foreign 
exchange expenditures, including Ae accumulation of balances abroad. 
AIdjough the entries also comjaise some offsetting items which do not 
represent foreign exchange transactions such as reinvested earnings and 
capital movements, the total of the transactions recorded in Group A, 
adjusted for errors and omissions, gives an approximate indication of the 
foreign exchange earned by Venezuela as a result of the operations of 
its oil companies and is a rough measure of the net first impact of these 
transactions on the domestic Sow of income. 

In 1952 the oil sector earned almost $800 million in foreign ex- 
cluinge for Venezuela. On the oAer sectors of the economy, the current 
accounts showed a deficit amounting to about $684 million, leaving a net 
surplus of about $116 million. Group F shows that the Total balance of 
payments deficit for the non-oil sector amoimled to $750 million in 1952. 
The differences between Group A, total receipts earned as a result of 
the oil company operations ($794.4 million), and Group F, net expendi- 
tures (-$730.0 million) are reflected in the changes in Venezuela’s inter- 
national reserves as shown in Group G ($69.4 million). 



Source. Balance of Par/menls Yearbook, IctenatiODa] Monetary Fuad. V'oL 5, 1954 

Foreign economy dominated by a single crop. The analytic^ bal- 
ances of payments for Brazil, 1&47-1953, presented on Table 6.2, are 
indieatit'e of the foreign transactioDs of a coiurtry largely dependent upon 
the exports of a single crop for which price changes had an iinpoitaat 
impact on the external economy. In Group .K on this statement, cocFee 
exports have been separated from Brazils other exports. 

The value of coffee exports increased substantially over the period 
while that of other exports declined. This increase v/as due primarily to 
the increase in the prices of this crop. To separate the inSuences of the 
changes in volume from those in price, the value of coff^ exports has 
been divided into two parts by the analysts of the Fund: E^qwrts at a 
constant (1947) price and the excess of current \-alues over their \’alues 
in 1947 prices. The entries under coffee at 1947 prices reflect changes in 
the volume of exports only, -while those on the next line on the statement 
reflect the price differential multiplied by the volume of e.xports. 

During World War II, Brazil earned substantial amounts of foreign 
exchange through her exports to the Allied belligerents, and beginning 
in 1947 it used some of this exchange to liquidate certain public debts. 
These extraordinary transactions are shown in Group E. After World W ar 
11, Brazilian payments for imports were from time to time delayed, a fact 
which disconcerted American ejqwrters to that country. A special cat^ 
gory on tlie balance of payments. Croup H, xvas established by the Fund 
staff to aid in the analysis of this situation. Brazil obtained a substantial 
loan from the Export-Import Bank which was used in 1953 to assist to 
meeting payments due to American eiqiorters. The account “de.errw 
payments" in thig group represents a species of forced loan obtained ^ y 
Brazil from United States exporters through the operation of the oSdal 
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exdrange controls which prevented the prompt pa>’inenl of imports. The 
Brazilian authorities recognized the nature and effects of this forced loan- 
and made arrangements for its payment 

The Group I accounts represent a more widely-employed type of 
financing. The items in this group reflect, however, the monetary move- 
ments arising from the extraordinary debt settlement shown in Group E 
and should not be regarded as a measure of the deficits or surpluses on 
Brazd's balances of payments. The combined totals of Groups H and I 
provide a better picture of the over-all position, but no combination of 
groups can properly be used to summarize Braals surpluses and deficits. 
The total of Group C affords some indication of the balance due to the 
more normal, or structural, factors while that of Group D approximates 
the ova’-all deficit or surplus in Brazil’s balance of payments as a whole. 


Features of Post-V/orld War II U. S. Balance of Payments 

Tables which showed how the surpluses and deficits on balances of 
payments as a whole could be determined were presented in chapter 5. 
fa this section, the simple statistical techniques of percentage distribution 
index numbers ivill be applied to the United States post -World War 
n statements to indicate recent changes in the patten^, and shifts in the 
frends, of U. S. international economic relations. 


Patterns erf receipts and payments In balance of payments analysis, 
hro basic divisions are generally used. Receipts are separated from pay- 
and a distinction is thus made between the external sources of 
earned and die uses to wluch these outside funds are put. As Table 
3 shows, in spite of certain year to year variations, the proportion of 
derived from the export of goods and services and those from 
oreign capital inflows has not changed greatly. The same stability is not 
evidenced, however, in the payments, or the uses to which these receipts 
put^ ^5 Table 6.4 indicates. 


\tr largest source of United Stales international receipts, since 

odd War II, has been the export of merchandise and services. In but 
one year, 1950, did earnings from this source fall below 90 per cent of 
receipts. The United States has been spending a smaller proportion 
•ts total payments on imports of goods and services, in no year did they 
per cent of total payments Capital outflows have utilized sub- 
fr^^otions of foreign exchange earnings. During the years 1946- 
’ ff'S. overseas investments were important in the scheme of pay- 
from 1949 to 1956 their importance diminished, but since 1956 
-y have been again increasing. 

It • ^ percentages of receipts on current accounts How do 

^ ^ States exports of goods and services compare ivith imports? One 
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TABLE 63 


UxiTED Stitts RrcsrPTs from Inii»n\tionai. Tr.ansactiovs, 1946-1958 
{ Percentages rf total receipts) 





Receipts from 

Recoptsfrom 




jnerdiaQdis? and 

fordga capital 

Year 


Total Receipts 

Services 

inflows 

1946 


100 

10709 

-709 

1947 


100 

98.67 

122 

1945 


100 

97.99 

202 

1949 


100 

99 55 

044 

1950 


100 

8S27 

1172 

1951 


100 

gis2, 

2.77 

1952 


100 

92.76 

7ii3 

1933 


100 

9505 

4.94 

1954 


100 

93.51 

6 4S 

1933 


100 

93.89 

610 

1956 


100 

93.57 

642 

1957 


100 

97 68 

231 

1933 


100 

9567 

432 

Source 

Comt 

nited £rom data presented 

in tie Surocvr cf Cvneni Butinesi, U.S 


Department of Commerce. 




TABLE 6.4 


Unites States Patkd»-ts tor Imtewatioval Transacttovs, 1&46-195B 
(Percentages of total pajmeats) . 


Tear 

IMS 

1947 

1948 

1949 
1930 

1951 

1952 

1953 

1954 
1953 
1956 
1937 

1955 


PajTDents for 
Total! linports of 

Faynients Goods and Services 
100 50.33 

100 44.77 

100 5913 

100 5998 

lOO 73.90 

100 7i23 

100 7043 

100 73.41 

100 riujo 

100 76.^ 

100 70.59 

100 7007 

100 77.92 


PajTfserts for 
Unilateral 
Transfers 
21.71 
13.23 
27 61 
3625 
27.S5 

23.90 
23 06 
29 98 
24.03 
19.57 
17 71 

15.91 
SOO 


Pa>Tnenls for 
Capital 
Outflows 
24 90 
3974 
liOS 
7.43 
8 71 
586 
70S 


576 

519 

12.S4 

1354 

1U7 
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method of detennining this relatSonship is to express the pajraents for 
these items ia terms of percentages of receipts from them. With receipts 
as a base, or 100 per cent. Table 6 5 shows pajments as percentages of 
this base. 

During the years 1946 through 1953, paj-ments on account of mer- 
chandise tended to increase relative to receipts from them. In 1946 
pa)TQents on this account represented but 43 per cent of receipts; bj' 1953 
the percentage had risen to over SS. From 1954 through 1957, however, 
the percentage of receipts from merchandise exports represented bj’ 
pajmeuts for merchandise imports declined, but rose in 1938. Generally 
spealdng, during the post-World War II j’ears foreign sales of merchan- 
dise did not keep pace with United Stales purchases of these items. 


TABLE 6,5 

Payjoints for Items of the United States 'fiscHANTisE antj Servtces 
Account as PEBCc.*r*GES of the Aecofts or the Sajce Irois, 


ld46-195S 


Veu 

Merchaodise* 

Transportaboa 

Travtl 

Miscellaneous 

Se^ioes 

Income on 
Investment 

mQ 

4333 

3318 

177 82 

3318 

37.46 

1M7 

3733 

33 54 

16023 

3918 

22.23 

1»S 

57.32 

4903 

194 80 

39.20 

2069 

1919 

56 62 

5654 

184 J3 

39 74 

23 87 

19S0 

5662 

79 18 

18345 

39 97 

21.65 

1951 

7931 

62.59 

167.90 

4349 

16 86 

1952 

81.37 

74 93 

15870 

4249 

2133 

1933 

88 45 

8S87 

169 82 

42 55 

22.99 

1934 

SOSO 

87 61 

17277 

52 70 

16.81 

1953 

50.73 

8997 

179 06 

5927 

20 38 

1950 

73 67 

85 74 

18085 

49 95 

22.21 

1937 

68 54 

78 45 

174 77 

48.20 

22 63 

1958 

79rs 

cfion 

176 96 

48.28 

23 13 


A similar situation prevailed for transportation vvitn imports ot tms 
item increasing relative to exports of it United States imports of trans- 
portation climbed from 33 per cent of receipts m 1946 to almost 97 per 
«nt in 193S. Except for small year to j-ear variations, the percentage of 
h^vel exports represented bv travel imports remained relatively the same. 
On the other hand, there was a slight tendenc>- for pa>-ments for miscel- 
l^eous services to increase relative to receipts from them. Pa>’Tnents on 
hicome from investment, however, showed a decline as compared with 
^^pts from this item. 
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Trend of principal balance of payments items. The trends of the 
more important groups of accounts on the United States post-World War 
II balances of payments are illustrated by the index numbers presented 
on Table 6.6. 

The movement of exports of merchandise, services and capital during 
post-World War II years reflects both the effects of rising prices, resulting 
from monetary inflation, and the economic growth of the principal trading 
countries. The increase in imports of goods and services was especially 
impressive and has been one of the leading features of the United States 
external economy since the war. Such a development was to be expected, 
because this period marks the recovery of the trading world from the 
ravages of the war, a marked increase in its productive capacity and 
growth ui American national income. The increase in exports has also 
been noteworthy, but it was not as great as that of imports. 

TABLE 6 6 

Post-World War II Trekd of United j.ates Extorts and Imforts of 


Year 

Goods and Services, Uniuateiul Transfers and 
Capital Movements 

(Index numbers — 1952 equals 100) 

Imports of Exports of Unilateral Foreign 

Goods & Services Goods & Services Transfers Capital 

U.S. 

Capital 

1946 

44 30 

7155 

58 34 

217 80 

-6079 

1947 

52 02 

9561 

51 58 

504 18 

16 43 

1943 

6562 

82.56 

9357 

122.30 

2183 

1949 

61 58 

7760 

113 66 

7636 

4 46 

1950 

76 82 

69.67 

6895 

90.05 

118 61 

1951 

96 04 

98 16 

97.08 

77.56 

3565 

1952 

100 00 

10000 

100 00 

100 00 

10000 

1953 

104 69 

102.92 

130.56 

3783 

68 61 

1954 

102 54 

102 11 

105 56 

96.70 

90 69 

1955 

114 11 

10671 

69 48 

92.20 

88 89 

1956 

126 39 

127 21 

96 88 

229 34 

11191 

1957 

129 35 

141 17 

92 52 

261 91 

42 86 

1958 

133 54 

124 49 

94 21 

241 44 

72 20 


Source Computed from data presented in Suroey of Current Business, U. S Depart- 
ment of Commerce 


An important feature of the United States economy during these 
years was the institution and maintenance of several foreign aid 
grams. Lend-Lease was abruptly ended shortly after V-E day. In 19^^ 
however, it was apparently decided that Europe required assistance, an 
that the Lend-Lease program had been terminated too soon. A new 
gram was instituted (the Marshall Plan). After the European economies 
had been partially rehabilitated the Marshall Plan was terminated, an 
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successor foreign aid programs were instituted in the form of military 
assistance and aid to underdewloped areas. Although the unilateral 
transfers account includes private as Trail as government transactions, the 
latter are by far the larger of the tw*o. Since foreign aid programs reflect 
political considerations which often change, the movement of this account 
has been somewhat erratic. These programs started somewhat slowly in 
1946, picked up momentum in 1948, and were especially heavy during the 
years 1949-1954. 

The movement of both foreign and United States capital was even 
more erratic, responding as it does to a variety of factors such as savings, 
economic conditions at home and abroad, investment opportunities, the 
administration of exchange controls, and the movement of international 
reserves available for investment, among others. The flow of foreign 
capital into the United States was especially heavy in the immediate 
post-war years due, in part, to the flight of capital, but tapered off in 1949 
only to regain momentum in 1956, 1957 and 1958 when it was especially 
heavy. Although the movement of United Slates capital was also erratic, a 
trend is discernible toward mcreasingly large American investments 
abroad. 

Composttion of the current account. Another important feature of 
United Stales balances of payments since the last war has been the change 
in tiae composition of tlie current account. To show these changes, total 
exports of merchandise and services have been used as a base, 100 per 
cent, and the component elements of this account have been expressed in 
terms of percentages of this base. The percentage distribution of these 
exports is presented on Table 6.7, A similar procedure has been follow'ed 
in the case of imports of merchandise and services with total imports used 
as a base (100 per cent) and the components expressed in terms of per- 
centages of it. The percentage distribution of the imports is given on 
Table 6.8. 

Several interesting features of the post-World War II economy axe 
illustrated by these tables- Commercial merchandise exports, or those 
which exclude militar>’ transfers paid for by the government, have been 
gradually assuming a somewhat smaller place and, in their stead, receipts 
from income on inv'estmenls and military transfers under grants have 
been increasing. The proportion of total receipts represented by transpor- 
tation and miscellaneous services has been relativ'ely stable. 

On the imports side, merchandise imports (excluding military) have 
declined in importance relativ’e to the other components of this account, 
and their place has been taken by pa}inents for military expenditures. 
The other components of these accounts have showm considerable 
stability. 
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TABLE 6.7 

United States Balance of PAYirtZNTS 
1946. 1950, 1953, 1S5W8 
Exports of Merdiandise and Services 
(Perceotages) 

1946 1950 1953 1956 1957 1958 

Expoitsof goods and services, total 100 00 100 00 100 00 100 00 100 00 100 00 

Military transfers under grants .46 3 65 20.13 9 SI S.34 9 81 

Other goods and services, total 99.53 9635 79 86 90.18 91.65 9019 

Merchandise, adjusted, ereluding 

mOitary 79.19 70 27 58 23 66.12 66 47 63 08 

Transportation 9 35 7 17 5 79 6 24 6 85 6.41 

Travel 173 2 72 2.47 2 68 2 69 3.20 

Miscellaneous services 4 01 5 09 4.27 4 59 4 47 4 97 

Military transactions (1) (1) (1) .60 1.27 1.15 

Income on investments 522 11.06 9.22 9 93 987 11.36 

(1) Prior to 1954, miscellaneous services, government, were not brolccn down to 
show government, excluding military and miLtaiy transactions. 


TABLE 6.8 

United States Balance or Paymotts 
1946. 1950, 1953, 1956-1958 
Imports of Merchandise and Services 
(Percentages) 

1946 1950 1953 1958 1957 1958 

Imports of goods and services, total 100 00 100 00 100 00 100.00 100 00 10000 
Merchandise, adjusted, excluding 

military 72.99 75.56 66.49 64 57 63 52 61.79 

Transportation 6 04 6 78 6 44 7.10 7.49 7.63 

Travel 657 603 544 6.42 655 696 

Miscellaneous services 3 67 3 98 3 46 4.06 4 17 4 07 

MiLlary expenditures 709 4 77 15.19 14 90 15.12 16.30 

Income on investments 305 2 88 2.74 2 92 3.11 322 

Source (for Tables 6 7 and 6 8) Computed from data presented in the Suneys of 
Current Business, U S. Department of Commerce. 

U S. balances of payments and international reserves. Perhaps the 
most significant feature of the United Slates post-%var balances of pay- 
ments is the fact that they have been in substantial deficit since 1930. 
This deficit has been utilized by other nations to build up their interna- 
tional and banking reserves, which, since they utilize the dollar exchange 
standard, rely heavily upon dollars. 

At the end of the war, the world was plagued by a dollar shortage 
and unless the United States had pursued balance of payments policies 
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designed to permit otter nations to earn dollars, the levels of world trade 
might well have been restricted and some nations could have found it 
necessary' to discriminate to an e\’en greater degree against American 
imports in favor of those from die soft currency' areas. As long as the 
NYOild uses the dollar exchange standard and international trade continues 
to increase, the United States uill doubtless need to maintain some 
deficits on its balances of payments. 

At the present rate of growth of the imports of foreign nations and 
under the present proportions whidi they' maintain behveen imports and 
dollar holdings, America’s trading partners will require an estimated $1 to 
S1.5 bilhon a year in dollar earnings These additional earnings can only 
be obtained if the U. S. continues, on the as'erage, an annual balance of 
payments deficit of about this amount Unless such a defieit occurs, the 
world may experience a liquidity crisis and the net effect upon both 
domestic and external economies would be deflationary. 

Concluding observations. It should be evident now that there is no 
standard or normal balance of payments srtuation for all countries at all 
times. Universality in time and space is not a characteristic of these 
tabulations. The balances of pavments of the United States give some 
eridence of the profound changes which have taken place since the w'ar 
in its international economic relations. In the last ferv years the U. S. has 
been running a surplus on the current accounts and a deficit on the 
balance of payments as a whole. It has lost some ground and is still losing 
it> in the merchandise trade, but on the other hand it is gaining as an 
investor and as a redpieat of investment income If this trend continues 
the pattern will take on more profoundly the characteristics of a creditor 
nation on the capital accounts. 

Another characteristic of the American post-war international eco- 
nomy is the large role which goiemroenl unilateral transfers, grants and 
military' assistance, have been playing. Although intermittent government 
gtsnts baTe long occupied a place in the iDtemational economies of the 
better-off states, sustained economic and military' aid of the type the 
United Stales is now rendenng is a new dei’elopment These transfer 
payments support other receipts and they cannot be eliminated or 
seduced without making other iinportaol changes in the pattern of 
American foreign economic relations For the forseeable future, these 
gCA'emment grants seem likely’ to remain a relatively’ permanent and 
perhaps even an increasing feature of the U. S. balances of payments. 

Balance of payments analyses lie, of course, in the field of empirical 
^dies. Much important work has been done in the past in the theory of 
ujtemational economics, and the theoretical relationships of the balance 
of payments accounCs have been competently explored. To push out the 
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frontiers of positive knowledge aod to obtain a better-rounded science, 
more work is needed in empirical studies. 

The theoretical analysis of balances of payments, or the adjustment 
of international economic relations, is treated in chapter 16, in that part 
of this book reserved for the theory of international economics. From a 
technical point of view this part of the subject involves broader problems 
than those associated with the balance of payments and should be ex- 
amined in the wder framework of the general theory of international 
relations. In Part III, which foUows this chapter, the problem of interna- 
tional payments is discussed. 

QUESTIONS AND PROBLEMS 

1 \^'hat facts can be learned (.i) about a nation's external economy and 
(b) Its internal economv, by nn analysis of its balances of payments over 
a senes of years’ 

2 Draw op an imaginary balance of payments for a country which derives 
80 per cent of its receipts from the export of rice and spends 70 per cent 
of its payments for the import of agricultural machinery 

3 What iriferences may be drawn concerning changes in the international 
economy of the United States from the facts presented in the analyses 
of its balance of payments as presented In this chapter’ 

4 Assume that the United States abruptly placed an embargo on all its 
long-term investment abroad, both private and governmental What 
changes might occur in its balance of payments’ 

5 If the United States desired to reduce the deficit on its balance of pay- 
ments by S3 billion, what steps should it take’ Would a $5 billion reduc- 
tion m imports of merchandise accomplish this result? Why or why not? 

6 In addition to the analyses of the United States balances of payments 
presented in this chapter, what other types of analysis might be suggested’ 

7 There is a close correlation between the national income of the United 
States and its imports of goods and setxices What would be the possible 
effect on the total U S balance of payments of a large increase in national 
mcome’ 

8 Discuss the ch.iracfenstics of United States foreign economic relations 
since the end of World War II 

9 Whv does the International Monetary Fund separate the oil transactions 
of Venezuela from the others? 

10 Outline some of the effects on the international economic relations of the 
United States ansing from its grant and loan programs 

BIBLIOGRAPHY FOR CHAPTERS 3. 4 . 5 , AND 6 

I. Methodology 

The Balance of Payments of the United States 1949-1951 A supplement to 
the Survey of Current Bustness United States Department of Corrunerc^ 
Washington, DC US Government Printing Office, 1952. This wor 
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presents the concepts, definUions, melhodologr’ and sources of data em- 
ployed in construcling the official United States balances of payments and 
is Ae basic work in this field In addition, it includes tabulations of die 
United States balances of payments, 1949-1931 together with their analysis 
and interpretation 

Balance of Payments Jilanuol Ibe Intemahona] Monetary Fund, Washington, 
D. C.: 3rd ed , 1961. Designed for use bv statisticians of the Fund member 
counlnes who compile balances of payments, diis Manual presents defini- 
tions, concepts, forms and methods used in the preparation of the balances 
of payments published bv the Internationa! Monetary Fund. 

La Bailee desPayements Etude Methodologtque Paris Institiil de la Statis- 
tique et des Etudes Economiques, 1957 This monograph describes bal- 
ances of payments concepts and the methods employed in their construc- 
tion by the members of the Franc Zone It contains a discussion of methods 
used by the International Monetarv Fund and the United States Depart- 
ment of Commerce The work also presents balances of payments for the 
Franc Zone from 1910 to 1956 

Pouelson, John F Economic Accounting New York; MeCraw-HiU Book Co., 
Inc, 1935 This work is diraded into tiro parts, individual enterprise 
accounts and aggregate accounts The first of these deals with private 
business accounts and the second with social and natiooal accounts It 
contains discussions of national product and income. Sow of funds, input- 
output accounting methods and concepts and brings out the relationships 
betiveen these concepts Balance of pavments accounting is discussed in 
chapters 2l, ^ and 23. 

h’ote on Balance of Payments Statistics Report of the Subcommittee on Balance 
of Payments Statistics of the League of Nations Committee of Statistical 
Experts Studies and Reports on Statistical Methods No. 9 Geneva, 1947 
This brief report describes the concepts and methods proposed bv the 
League of Nations and u of interest to those studving the historical 
development of balance of payments methodologv 

U. Sources of Data 

A. U S DePVSTMENT OF CoMMEBCE. 

the Balance of Payments of the United Stotej 1919-1953 Recised Senes. 
United States Department of Coirunerce. Washington, DC US Govern- 
ment Printing Office. 1954 From time to time, the Department of Com- 
merce improves its balance of pavments techniques and recomputes its 
prenoiislv published compilations This study presents a recalculation of 
the balances of paiments from 1919 to 19.53 according to new definitions, 
methods and sovuves The changes in method introduced in this work are 
etplained in the introdnction 

Balance of Payments Statistical Snpp/enirnr United States Department of 
Commerce Washington DC US Government Printing Office, 1958 
The balances of pavments of the United States, totals, 1919-56, and by 
areas, 1946-56, together widi details on the several accounts, are pre- 
sented in this work which emplovs the revised methods of compilation 

Survey of Current Business A montWv publication of die Office of Business 
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Economics, United States Department of Commerce, Washmgton, D. C.: 
U S Government Printing OfiRce. Among other things, this periodical 
publishes in each issue tabulations of the United States balances of pay- 
ments In the August issue for each year, the Survey generally carries an 
article showing the complete balances of pajwents for the preceding 
year, together with analytical tables and interpretive comment From time 
to time the Siiroei/ prints special articles on the topic Special monographs 
on balances of payments are piibhshed at irregular intervals as supple- 
ments to this revdevv 

Lary, Hal B , and Associates The United States in the World Economy The 
International Transactions of the United Slates During the Jntencar 
Period (Economic Senes No 23 ) United States Department of Com- 
merce, Washington, D C • U S Covemment Printing Office, 1943 The 
balances of payments of the United States, 1919-39, are presented 
together with supporting tables and a detailed interpretation, with a com- 
prehensive account of the intemabonal economic relations of the United 
States for the penod covered 

International Transactions of the United States During the War, 1939-45 
(Economic Senes Ko 65 ) United States Department of Commerce. 
Washington DC US Government Printing Office. 1948 This mono- 
graph continues the work started in the preceding volume by presenting 
the balances of payments of the United Slates for the period 1939-45, 
together vvith supporting tables and a detailed analytical interpretation 

The Balance of Payments of the United States 1946-48 United States Depart- 
ment of Commerce. Washington, D C U S Government Pnnting Office, 
19S0 The presentation of Unit^ States balances of payments, begun m 
the tivo prevaouslv listed works, is continued m this volume which Includes 
statements for 1946-4S, their supporting tables and analysis 

Histoncof Statistics of the United States Colonial Times to 195T A Statistical 
Abstract Supplement United States Department of Commerce, Washing- 
ton, DC US Government Pnnting Office. 1960 Balances of paymenU 
of the United States in summary foitn, 1790-1937, appear on pages 557- 
565, together with a note on the methods employed m their elaboration 

B IvreR.NATio>AL Monetary Fi’nd 

Balances of Payments Yearbook The International Monetary Fund Vols 1-13. 
Washington, D C (1938-1960) This annual pubhcation presents the 
balances of paiments of the Fond members in two forms basic data and 
analvhcal statements In addition, the Teorbooks cany supporting 
notes and definitions for the several balances of payments pubhshM 
Volume 5. giving the balances of payments for 1947-1933, also includes 
a desenption of the definitions used m the Fund’s compilations, showing 
the modifications made, in 1953, in the concept of official conpensatory 
financing These yearbooks are the basic sources of data for balances or 
payments of the members of the International Monetary Fund. 

International Financial Statistics International Monetary Fund, Washington, 
D C (Pubhshed monthly) This publication carries statistics on various 
aspects of international finance of die members of the Fund. Of spea 
interest are data showing the status of banking and international reserves 
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as they grow or decline in response to balance of pajinents surpluses and 
deficits. 

C Other Soltbces. 

In addibon to the sources Lsted in the previously cited works, several 
studies have been made of historical senes of balances of payments. For the 
United States. 1830-1914, Bullock, Charles J , Williams, John H., and Tucker, 
Rufus S. in the Recieu) of Economic Statistics, Harvard University’ Press, for 
1919, pp 223-S32 1914-1918, WiDiams, John H , Review of Economic Sta- 
tistics, Harvard Univ’ersitv Press, preLmmary’ volume 3, June 1921, p. 201. 
For Canada; Vmer, Jacob, Canada's Balance of Iniemational Indebtedness, 
1900-1913, Cambridge, Mass Harvard Umversitv Press. 1924 For France: 
WTiite, H. D , The French International Accounts, 1880-1913, Cambridge, 
Mass ; Harvard Univ’crsitv Press, 1933 For the .Argentine Wilhams, John H , 
Argentine Infematwnal Trade Under Inconceriihle Paper Money, 1880-1900 
Cambndge, Mass . Harvard University Press, 1920 

111. General Works 

Badger, Donald C , “The Balance of Payments A Too) of Economic Analysis," 
Slaf Papers. International Monetary' Fund, Vol II, No. 1 (September, 
1931), pp 86-197 This important contribution dkcusses the history of 
balance of payments tabulabons, relationships between these tabulations 
and social accounhng, the Fund’s balance of payments methodology, 
including the official compensatory financing concept together with vari- 
ous cnbcistns of concepts and methods 

Enlce, Stephen “Some Balance of Pavments Pitfalls," American Economic 
Review (kfarch, 1951), pp 161-164 This commurucabon discusses the 
debits and credits vs the receipts and income approaches to balance of 
paymentsuork B L Sammon’s comments on Enlce’s remarks in the same 
Review for December, 1951, pp 938-939 
Hides, J R , and Hart, Albert Gailord The Social Fromeieork of the American 
Economy. New York Oxford University' Press. 1943 Chapte'" 12, pp 
160-173, presents a bnef account of the balance of payments and its com- 
ponent accounts in relabon fo nabonol mcome 
Machlup, Fntz, ‘Three Concepts of the Balance of Payments and the So-Called 
Dollar Shortage," Economic Journal, LX (March, 1950), 46-68 The 
author states that there are three concepts of the balance of payments 
(market, program and accounting balance) and that these conc^ts are 
often confused in analybeal work He is cribcal of the accounhng conr,.'»t 
Meade, James E The Balance of Payments New York- Oxford Umveisity 
Press, 1951 This monograph contains a detailed discussion of autonomous 
and accommodabng items on balances of payments 
Staff Papers International Monetary Fund, Washington, D C : (Published 
three bmes a year) This (oumal carries articles prepared by members of 
the Fund's staff on balances of payments. 
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Financing International Transactions: 
Monetary Systems 


“The balance of trade among stales depends upon the quantity and 
management of money. Suppose that, of all those who desire to work, 
half are employed and that the value of the coimnodities and saerchan- 
disc shipped to foreign countnes was equal to that of the foreign com- 
modities and merchandise imported, no pa>Tnents balance would be due. 
If there was more money and it was well used, the other half of the sup- 
posedly unemployed would find work, the land would produce more, 
manufactures would develop, transportation of goods would be stronger 
and of greater value, foreigners would owe us a trade balance and spcde 
or gold and silver would be brought into the country. On the other hand, 
if the quantity of money were decreased, some of those who were em- 
ployed could no longer find work or ivouJd be employed at less profitable 
tasla, the land would produce less, the transportation of goods would be 
weaker and of less value, and, unless the state’s constimption was propor- 
tionately decreased, a payments balance %vould be due to foreigners and 
specie or goods would be shipped out to pay for it."' 

Thus John Law (>vriting about 1716). in a passage suggesting the 
theories of the late Lord Keynes, outlined the relationship of money and 
its management to the foreiga trade of nations. Although monetary sys- 
tems have not been developed generally with foreign trade in mind, Ae 
nature of that of each country has a strong impact upon its economic 
relationships wth other nations. As trade developed and made greater 
demands on these systems, they were adjusted to enable them to handle 
it more effectively. 

‘ Law, John, Premter Memotre #ur la Banqua, Presente i son Altesse BoyeU 
Jlforaeigneur le Due (TOrleana, Recent de Ftapee Pans, France, (circa) I71 d 
duced In Daire, Eugene, EcofKwnisttf* Financier* da Dii-Hui/ienie Siecic, Pans. 1 
Pp 517-18 
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Types of monetary systems. Tliere would be fewer foreign exchange 
problems if all nations used the same money. Under such circumstances 
there would be no greater payments problems involved in foreign than in 
domestic trade In the real world, howe\'er, business is carried out by 
eadi country in its o%\m money. When a resident of the British Isles sells 
goods abroad he wants to be paid in pounds sterling, because he must 
meet his payroll and pay many of his bills in pounds. Conversely, when 
he buys goods in the United States he must pay in dollars, because 
Americans need dollars for similar reasons.® The inability of a given 
country’ to import goods might not anse from the poverty of its inhabitants 
or from any lack of demand for foreign products, but from the fact that 
it is short of the requisite foreign exchange. 

There has been considerable exchange of information and experience 
in monetary' matters among nations As one result, the world’s monetary 
s>’stems tend to follow certain general patterns. Those correnc)’ systems 
of principal interest today fail into the following groups: 

1. 'The gold coin standard 

2. The gold bar or bullion standard 

3. The international gold standard 

4. The gold exchange standard 

5. The foreign exchange standards including three principal sub- 


systems: 

a) The general foreign exchange standard 
b } The sterling exchange standard 


c) The dollar exchange standard 
The Gold Coin Sfondord 


No country is today, or ever was, on the complete theoretically 
perfect gold coin standard In the past many nations were on various 
forms of the gold com standard corresponding more or less to the 
theoretical ideal, but these standards havj now been abandoned by all 
the nations of the world. 


In essence the gold coin standard is a system of money where aD 
forms of currency and credit can be redeemed in gold on demand. All 
forms of money are therefore “as good as gold," which is the standard 
of value, the medium of exchange and the standard of deferred payments. 


® The “key currency” is sm exception to this general rule Certain cunencies such 
as the dollar and the pound sterling ate iti wide demand It is possible to pay for 
imports in dollars or pounds in many oountnes An amusing lUustration of this fact 
was recently reported by a New York newspaper An Amencan tra'eller in a Scandi- 
navian country paid for his purchases in a small retail store there in Confederate 
dollars, and it was only when the Scandinavian storekeeper took the Confederate 
cunency to his bank that he discovered his mistake. 
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Gold is used as a store of \’alue, and gold coins circulate freely. In some 
nations w-ith strong popular preferences for gold, as in France before 
\^'orld War I, much of the circulating medium u’as made up of gold coins. 
In other nations, as in the United States before 1934, Ae inhabitants 
piefened the lighter and less bulky paper money, checks and other 
credit instruments. 

Gold, money, and prices. Under the gold coin standard the reserves of 
the banking system consist of gold coins and bullion. The amount of gold 
which a nabon possessed acted as a limit to the increase in credit, i e. 
only that amount of credit money or instruments which could be re- 
deemed in gold could be issued and sustained. Of course, a banking 
s>'stem could lower its reserve requirements and a given amotmt of gold 
could be bought to sustam a larger amount of credit, but there are limits 
below which a rcser\’e cannot fall and the country still remain on this 
st^dard. 

There are many cases in history where a cation has issued paper 
money in such quantities that gold reser\’e$ were insufficient to enable 
it to redeem the paper money m gold, and the nation has been obliged 
to abandon the gold coin standard. Declining gold stocks were generally 
held to be deflationarj-. Smaller reserves were often accompanied by 
deehning amounts of money and credit, and falling prices frequently 
\\ ere one of the results Defiation or falling prices, as >ve shall see sub- 
sequently, tend to improve a nation’s export capacity and to reduce its 
capadt)' to import. 

When a nation has large stocks of gold it can sustain proportionately 
larger amounts of paper money and credit. Increasing stodcs of gold, 
therefore, may be followed by more money and credit in circulation and 
rising prices. \^Ti'ere increasing gold stocks are followed by rising prices, 
there is a tendency’ for exports to declme and for imports to increase. 

Under the gold coin standard, there w-as a tendency for a nations 
gold stock and the consequent volume of money and credit in circulation 
to be, m part, a function of its balance of payments. A nation running a 
deficit on its balance of payments frequently lost gold, its hank reserves 
fell and its money and creit deckned in volume. A surplus on the other 
hand meant larger gold stocks, bank reserves and currency- 

In the days of the gold coin standard, England %vas able to exercise 
considerable control o>er the flows of gold into and out of the kingdom. 
^Vhen gold was flowing out this movement tvas braked by raising ffie 
Bank of England’s bank rale, and when it was floiving in too rapidly this 
movement was emtailed by lowering the hank rate. With higher interest 
rates prevailing on the London market following a rise in the bank rate, 
England became a more attractive country in which to lend and con- 
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sequently funds from abroad were attracted to London, bringing about 
an infiow of capita]. This created a demand for sterling and the gold 
outflows tended to decline. ^Vben the Bank of England lowered its rate 
capital tended to flow out of England to other financial centers where 
the interest rates were higher. 

In the heyday of the gold coin standard, nations were expected to 
play the “gold standard game,” a term believed to have been invented 
by Lord Keynes. According to the generally accepted rules of the game, 
which were only followed when countnes found it convenient to do so, a 
country was supposed to permit gold inflows and outflows to ha%’e their 
full impact on the economy and either to refrain from measures designed 
to counteract these effects or to take positive measures to reinforce them ® 

Gold Bar or Bullion and (nternatlonal Gold Bullion Standards 

Prior to World War I, gold coin standard countries tended to guard 
jealously the converlibilit)’ into gold of their paper money and bills of 
exchange. For some nations, thrs standard was a symbol to be maintained 
at almost any cost. In addition to sentimental motives for adhering to the 
gold standard, 'there were sound business reasons which recommended 
it. The financial centers and institutions of these countries enjoyed the 
confidence of traders around the world, and these institutions were able 
to earn substantial sums in the form of fees and interest payments 
through the intemahonal transactions of other cOLintries which were 
financed there. 

The gold bar and bullion siondxtrd This monetary s>’stem is a less 
complete form of the gold standard than the gold coin standard. Under 
this system other forms of money, usually paper, are only redeemable in 
“wholesale” or large quantities instead of in anv desired quantit)- as under 
the gold coin standard. Sometimes a further restriction is added when 
currency is only redeemed for external use or for export abroad and is 
not available for use on the domestic market It is emplojed where 
countries i\hich have been temporarily on a paper standard desire to 
resume the gold coin standard eventually and use it as a first step It may 
ako be employed where gold stocks have been so reduced as to make 
gold coin redempbon inadnsable As the follomng illostrabons show, the 
United Kingdom has used it on more than one occasion. 

During the Restricbon Period, 1797-1823, Great Bntam, in its efforts 
to finance the Grand Albance against Napoleon, issued paper pounds to 
such an extent that the Bank of England was “restricted” by the law from 

* For a short account of the rules of ttie gold standard game see, BloomEeld, 
Arthur I., Monetary Policy Under the International Gold Standard, Federal Reserve 
Baric of New York, 1959 Pp 47-51. 
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redeeming paper pounds in gold. At the end of the Napoleonic wars, the 
British strongly desired to resume specie payments. Upon the recom- 
mendation of Da\id Ricardo the first step in the resumption procedure 
was the adoption, in 1819, of the gold bar or bullion standard. Under this 
standard, the Bank of England redeemed its notes in relatively large 
amounts in the form of gold bars rather than in coin. This procedure 
economized and safeguarded the Banks stock of gold yet made it avail- 
able for international transactions. 

During World War I, the United Kingdom was obh’ged again to 
abandon the gold standard, but in 1925 it took the first step toward the 
resumption of specie payments by the adoption of the gold bar or bullion 
standard Unfortunately, the rate of exchange of the pound was set at its 
old par, S4 S665, which overvalued it and Britain's erports declined, 
production dropped and iinemplo>Tnent increased In 1931 the United 
Kingdom again abandoned the gold bullion standard and has been on a 
paper standard ever since. 

The international goW bullion standard. During the Great Depression 
of the thirties. President Roosevelt felt that prices had declined too far 
and consequently, in 1933-3^, in the hope of raising prices, the dollar was 
devalued by increasing the price of gold from $20 67 to $3500 per fine 
troy ounce At that time, the United States abandoned the full gold 
standard and adopted a form of the “international gold bullion standard." 
Under this standard, gold corns were intbdrami from circulation. Private 
citizens were required to turn in their holdings of gold to the govern- 
ment and, except under certain limited conditions, were not permitted 
to deal in gold Paper monev was no longer redeemable in gold; gold 
certificates, instead of coin or bulbon. were used as a reserve by the 
Federal Reserve Banks 

Under this standard, the federal government supplies gold on 
demand against dollars lield bv foreign government banks and official 
financial institutions at the official price of $3500 per fine troy ounce plus 
a small handling charge It is not obliged bv law to sell gold to foreign 
government finanaal institutions, but it has done so since 193^ as a matter 
of policy Since gold in the form of bulbon is made available intema- 
tionally to official institations, the standard is called the intenjaiiDDal gold 
bulbon standard The United States Treasury also stands ready to pur- 
chase all gold offered to it at the official price of $35 00 per fine troy 
ounce, minus a small handling charge * 


* Two other monetary standards the sJ^er stand.-ird and bimetalhsm. ^ 
treated Tliey are sold) of histoncal interest Discussions of these standwds 
found in the works on mone> and banking listed in the bibliography for this chap 
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T^Gold Exchange Standard 

Some countries on a silver standard experienced difficulties in their 
foreign exchange due to the fact that their rates of exchange were not 
only subject to fluctuations arising out of changes in market demand and 
supply, but also to shifts in the gold price of silver and were relatively 
volahle. Other countries which employed paper money often found that 
their currencies were not well knowm or widely employed on the foreign 
exchange markets and discovered that their foreign trade could better 
be carried out in the currency of a larger and more important trading 
country. These countries could have overcome their disadvantages by 
adopting a gold standard, but resistance to monetary changes is great 
and such a change might have proved expensive. 

The gold exchange standard was invented to solve the problems of 
remaining infernally on silver or paper while at the same time enjoying 
the international advantages of gold Under the gold exchange standard, 
Sliver and paper money continue to circulate m the intenor of a country 
while a reserve of gold, bank deposits, or credit instruments readily ex- 
changeable into gold, is maintained in some foreign country, at home or 
both. This reserve fund is dravm upon to make international payments 
and added to from international receipts 

The Philippine gold exchange standard In 1903, the Philippines, 
then on a silver and paper standard, adopted a form of the gold exchange 
standard. Silver pesos ( u'orth U. S SO 50) and paper Philippine treasury 
certificates constituted the internal circulating media An uncoined gold 
peso (also worth U. S. $050) was adopted as the international or external 
currenc}'. A Gold Standard Fund, partly held in a New York bank and 
partly in Manila, was established Philippine importers requiring foreign 
exchange paid the Insular Treasurer, m charge of this Fund, Philippine 
silver or treasury certificates He in turn purchased drafts in United States 
dollars— convertible on demand into gold— on a New York bank thereby 
reducing the Gold Standard Fund These drafts were turned over to the 
importers who used them to pay for their imports Since the Gold Stand- 
ard Fund was also used as the banking reserve for national currency, 
these imports tended to have a deflahonary effect by reducing the 
Fund’s reserves 

Exporters offered foreign exchange drafts received in payment for 
their exports to the Insular Treasurer for deposit in the Fund in exchange 
for Philippine pesos These drafts increased the Philippine Fund’s hold- 
ings of foreign exchange reserx'es These exports increased the Fund and 
also increased the amount of mone\’ in circulation In the Philippines, at 
that time, the gold exchange standard behaved similarly to the gold 
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standard, with balance of pajmenls surpluses tending to increase the 
money in circulation and deficits to reduce it. 

Later gold exchange standards. Other forms of the gold exchange 
standard w ere adopted in the twenties by a number of European coun- 
tries which did not desire to return to the full gold standard. These were 
of a different character from those of the Phihppines and some other 
countries w hjch were in effect prior to 1914. In the systems of the twenties 
the gold fund was managed by the central banks of those countries which 
uhhzed them Credit pohaes were employed by the managers of the 
fund not only to safeguard the international and banking reser\-es but to 
pre% ent balance of payments surpluses and deficits from having their full 
impact upon the v olume of domestic currency in circulation. 

Exporters were not permitted to keep foreign exchange receipts 
arising from their sales abroad but were required to turn them over to the 
fund m e.xchange for domestic currency. Importers paid domestic cur- 
rencv’ to the fund and received foreign exchange drafts redeemable in 
gold, to use in paying for their transactions. Gold did not circulate 
internally but was used as a part of the reserves for international pay- 
ments and the domesbc currency The central banks controlled the effects 
of the movements of foreign exchange upon domestic money and credit. 

There are several forms of the gold exchange standard but all of 
them tend to fall into one or the other of the two types sketched above, 
i e. those which operate like the gold standard, when the rules of the gold 
standard game are played, and those which are controlled and managed 
so as to prev ent surpluses and defiats on the balance of payinents from 
having their full effects on the volume of currency in circulation. One 
form or another of this standard has been used, at various tunes, by the 
Philippines, India, Holland, Russia, \uslna-Hungary, China, many Latin 
\mencan countries and the Straits Settlements, among others. 


Foreign Exchange Standards 

Foreign exchange standards are but one species of a large genus: 
inconvertible paper money' As a monetarv’ medium, paper money is of 
relativelv' recent origin It probably came into use in Europe in the 
seventeenth century’, altliough Marco Polo tells of seeing it used in China 
as early as the thirteenth century’. John Law. the Scottish finanaer, cited 
in the opening paragraph of this chapter, was one of the early proponents 
of this tvpe of money and advocated its use in the first decade of the 
eighteenth century. 

Characteristics of inconvertible paper money Paper money was at 
first convertible into specie on demand. It was issued by govenunents, 
centra] banks, private banks and individuals. It had the great advantage 
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of embodj’ing large \’alue in small bulk, was easily transported and con- 
cealed and served to facilitate trade. 

The fact that it was not necessar)' to have a 100 per cent reserve in 
specie to maintain convertibility >vas discovered early in the use of 
convertible paper money. Hence, a gi^en amount of gold and silver could 
support a much larger volume of money m circulation. This principle of 
reserve currencj’, or reser, e banlang, is now used by all modern nations. 
Reserve currency economizes the world’s gold stock by making a given 
amount of gold do more work, gives the monetary sy’stem greater flexi- 
bilit}' and makes it easier for governments and central banks to manage 
the money supply and sv’stem 

However, paper money is not mthout its hazards. Since full gold 
coverage is not required, there is a temptation to issue more and more, 
and unless the gold reserve is increased at a similar late the reserve ratio 
drops lower and lov^ er until finaUv the issuing nation or bank is obliged 
to abandon specie pavanents. If this happens, the nation may be said to 
have gone on an inconvertible paper standard. 

The danger of inconvertible paper money lies, as many historical 
etamples show, in the temptation to continue to issue it with a resulting 
upward pressure on prices This danger is of course oresent m any 
monetary' sj’stem, but it is greater with paper monev . It is the danger 
of inflation. The principal disadvantage of inflation or nsing prices is 
their disruptive effects upon the economy and the fact that all prices 
do not move at uniform rates or attain the same levels. 

hiring, as well as falling, prices in a countiy have an important 
impart on foreign economic relations As a general proposition, rising 
prices make it more difficult for a nation to export goods and services 
in the competitive markets of the world where prices asked bv’ other 
nations may be lower. On the other hand rising prices facilitate imports. 
With high dom«tic prices domestic markets become attractive to the 
products and services of countries where pnces have remained more 
stable. Conversely, falling pnces have the opposite effects of making 
exports eas>’ and imports more difficult 

Foreign exchange reserves Todays inconvertible paper mone>' is 
generally supported bv a reserve consisting partly of credit m the form 
of government obligations, partlv of foreign exchange and partlv of gold. 
The proportions of government obligations, foreign exchange and gold 
varj’ considerably from countrv to country and at different times ^^’he^e 
foreign exchange occupies an important place in the banking and cur- 
renc}' reserves of a countrv , the volume of currency is in part conditioned 
by the surpluses and deficits on the countrv s balance of payments, much 
as it was under the older gold standards Surpluses on the balance of 
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pa^Tnents tend to increase the holdings of foreign exchange, the currenc)’ 
reser\’es and the ability of the country to issue more paper money. 
Deficits have the opposite effects. 

The use of foreign exchange as a currency reserx'e has one important 
advantage over government obhgations. The note issue of a government 
bank is a form of gox’emment credit \\Tien it is supported by government 
securities one form of government credit is supporting another form; the 
government adds one promise to pay on top of another. Foreign exchange, 
on the other hand, represents the promise to pay of a government, one 
or more indinduals, firms, or banks A currency supported by foreign 
exchange reserves can be redeemed, to the extent of the reserves at least, 
by selling or collecting these foreign promises to pay. 

Foreign exchange is not only the partial backing of the currency’ of 
many nations, it also constitutes a part of their “international resen’es.” 
These reserves, built up in times of balance of payments surpluses, are 
used to meet balance of payments deficits when and if they occur. 
Since it is unlikely that a nation would have a balance of payments in 
eqmlibnum year after year, an international reserve is required to meet 
deficits as they arise. These banbng and international reserves of the 
world, by area, are shown on Table 7 1.® 

Many countries combine their banking and international reserves 
into a single fund Others, such as the United Kingdom, separate them. 
The international reserves of the United Kingdom are earned in its Ex- 
change Equalization Account while the reserves of the Issue Department 
of the Bank of England include government obligations, but no foreign 
exchange In the case of the United Kingdom, therefore, balance of 
payments fluctuations are not reflected in the Bank of England’s note 
issue, and its credit and currency system is divorced (as far as bank 
reserves are concerned) from its foreign economic relations. In the case 
of some other countries, however, no distinction is made between banking 
and international reserves and the currency systems of these countries 
are interlocked with their external economic transactions. 

Types of foreign exchange standards. The most important types of 
foreign exchange utilized as partial banking and international reserves 
are the dollar and the pound sterling, as Table 7 2 shows. The wide use 
of sterling and United States dollars in the world’s monetary and inter- 
national reserv’e systems and the important international role of these 
bvo currencies lead to the inference that sterling and dollar exchange 
are of such significance that present monetary systems may be termed 
either the sterhng or the dollar exchange standard. The sfeiling exchange 

* See. Intern/rtiiynal Reserves and UQUidity, Intemahonal Monetary Fund, 
ington, DC, 1938, p 15 
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TABLE 7 1 


Reser\’e Holdings or Gold and Fobeicn Exchange, By Area* 
1958 


{ In millions irf United States dollars ) 



Cold 

Foreign 

Etchange 

Total 

% Foreign 
Exchange 

World* 

39.485 

25.755 

66,235 

38 9 

World minus U, S * 

18.903 

25.755 

43,653 

60.3 

Canada 

1,078 

870 

1,948 

44 7 

Labn Amenca 

1,735 

1,350 

3,085 

43.8 

Continental EPU countries 

10.040 

8,033 

18,075 

44 4 

United Kingdom 

2.850 

255 

3,105 

8.2 

Other Sterling Areas 

720 

6,025 

6,730 

89 2 

AH other countries 

1,060 

2,850 

3,905 

72.9 


‘ Escliides USSR and ConwnuTusi Bloc countries 


Source: Internetioruil Ftnanaal Statuttcs, Internationa! Monetary Fund, M'ashington, 
D.C., July I960 Pp 21-23 


TABLE 72 


CoMPosmos Of Cross Foreign Exchange Assets* 
1957 


(In millions of United States dollars) 



Value 

Percent 

Total* 

16,050 

IWO 

Dollars 

6,300 

51.7 

StetUng 

5.833 

363 

EPU LubiUues* 

1.269 

79 

Bis Deposits* 

409 

25 

Errors and Omissions 

239 

15 


* Exclussse of the USSR, and the Cooirnvinist Bloc nations 

* EPU refers to the Eurtqiean Payments Union and BIS to the Bank for Inter- 
national Settlements 

Source. International Reseries and Ligutdity, International Monetary Fund, Wash- 
ington, D.C , 1958 P. 38 

standard is utilized by members of the Sterling Area which consists, 
generally spealdng, of all those countries which commonly use London 
as the financial center for their forei^ transactions * Monetary and inter- 
national reserves of the membeis consist largely of sterling. The dollar 
exchange standard is emplo> ed widely outside of the Sterling Area by those 
nations which keep a large part of their reseri’es in United States dollars. 
T]ie dollar exchange standaid Since the United Kingdom maintains 

•The Sterling Area is discussed tn chapter 10. 
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much of the assets of its Exchange Equalization Account in gold and 
dollars, the dollar may be said to be the leading foreign reserve currency 
of the world today. This conclusion is reinforced by the fact that in 1957, 
51.7 per cent of all the world’s foreign exchange assets consisted of dollars. 
Given the importance of this currency today, present monetary systems 
(with certain exceptions) may be said to be on the dollar exchange 
standard.'^ 

Since gold is of importance, the convertibility of the dollar into it 
by foreign government financial institutions serves to make the dollar 
attractive The fact that the United States is a large source of goods, 
sernces and investment serves further to recommend the dollar as a 
reserve money. Its relative stability of value and extensive use in interna- 
tional transactions are other factors accounting for its popularity. 

During the thirties, almost all of the nations which had used one 
form or another of the gold or gold exchange standards abandoned them 
and established inconvertible paper monetary systems. When the United 
States relinquished the gold coin standard in 1933-34, it adopted the 
international gold bullion standard As far as a foreign nation’s official 
holdings of dollars were concerned, the dollar was sbll almost as good 
as gold and the dollar grew in importance as a reserve currency during 
these years During World War II, the Lend-Lease program supplied the 
Allies with badly needed dollars (or imports at a time when their 
earnings of foreign exchange from exports were low. During this conflict, 
the use of the dollar as a reserve currency became even more firmly 
established. After the war the Marshall Plan and the successor aid and 

’ Niiroslav A Kriz, in his "Cold in World Monetary Affairs Today," EsMyt in 
International Finance, No 34, June, 1959, publi^ed by the International Finance 
Section of Princeton University, takes the position that the world is still on a form 
of the gold standard In support of his position, Knz gives an institutional definition 
of the gold standard and points out that many of the nations of Western Europe still 
maintain the bulk of their currency and deposit reserves in the form of gold Ho*' 
ever, monetary standards are as much a matter of generally accepted definition and 
concept as they are of the composition of reserves Unless the definition of the gold 
standard were changed importantly, the foreign exchange standard (with the dollar 
exchange standard as its principal type) better describes the monetary systems today. 
Robert Tnffin. in his contribution. Cold and the Dollar CrCsis Yale University 
New Haven, 1960, refers to the present monetary standards as gold exchange 
standards and develops this thesis on pp. 64-70 of his work In vieiv of the fact that 
no country whose currency is used as reserves is still on the gold coin standard MQ 
that other motives in addibon to gold convertibility underhe the use of the ^ ’ 
the present monetary systems are better diaraclenzed as foreign exchange or dollar 
exchange standards. On the other hand, Klopstock. Fred H, in "The InfematioM 
Status of the Dollai," Essays in International Finance, No. 28, May, 1957 published 
by the International Finance Section of Prineeton University, takes the position tha 
the world is on a dollar exchange standard. Klopstock's argument is generally similar 
to that presented in this chapter See especially pp. 3, 25-26. 
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grant programs served further to popularize the dollar as an iater- 
national currency. 

Tlie dollar exchange standard, and gold ouifoivs. Between 1&45 and 
1938 the deficits on the United States balances of payments may be said 
to have been purposeful for these were the days of the “dollar shortage,” 
when nations which used the dollar exchange standard experienced a 
shortage of this international currency These deficits, of small magnitude, 
aided the dollar-short nations of the world to reconstitute their bankmg 
and international reserves. In 195S (he picture changed abruptly. In that 
year the deficit on the United Slates balance of payments amoimted to 
$3 5 billion and foreign central banks, instead of adding this amount of 
dollars to their reserv’es, took $2 3 billion of it m gold In 1959 the deficit 
amounted to S3 8 billion and foreign nations asked for and received S700 
million in gold. In 1960 a total defiat of S3 8 bilhon occurred -with foreign 
goveniment financial institutions taking $1.7 billion in gold The monetary 
gold stock of the United States, which stood at S24.6 billion in 1949, had 
declined to $17 8 billion at the end of I960— a drop of $6 8 billion in 
eleien years. 

The gold outflows beginning in 1958 aroused the government and 
the people oF the United States to one of the dangers inherent in the 
dollar exchange standard. If other nations continued to redeem their 
dollar holdings in gold it would be but a question of time until the gold 
stock of the United States was reduced below the statutory hmit of 25 
per cent of the demand obligations of the Federal Reserve Banks, and 
this country might be obliged to abandon the international gold bullion 
standard. This threat is aggravated bv the fact that as long as other 
nations conhnue to use dollars as a substantial part of their international 
reserves and if they maintain the same proportion of doUars to imports 
increasing at current rates, they will require from SI to Si 5 billion in 
additional dollar assets each year 

In view of these cucumslances, the federal government took steps 
to reduce the deficits Tliese measures included export promotion drives, 
tedncVions in the amounts ol goods which American travellers abroad 
"•ere permitted to bring home dut\ free, proposals to tax some of the 
hitherto tax-free eanungs of certain United States business subsidiaries 
abroad, arrangements w herein recipients of American grants and loans 
W’ere obliged to spend the proceeds in the United States, reduction of the 
favorable federal government emphasis on private investment abroad, 
and wider use of American shipping, among others 

all of these me.asiires are steps m the nght direction, some 
authonties believe that tliev’ are too limited in scope and that they do 
not attack the fundamentals of the problem. According to this view, in 
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order to come to grips with the problem, the U. S. must bring other 
nations to play the “dollar exchange standard game," modify or strengthen 
the standard or abandon it in favor of some other one. 

Rules of the dollar exchange standard game. Just as the old gold coin 
standards postulated certain rules of the game, there are bkewise rules 
of the dollar exchange standard game. As far as the United States is 
concerned, the rules require it to maintain the international ofBdal con- 
vertibility of the dollar into gold, to hold the price of gold at $35 per fine 
troy ounce, to refrain from inflation, to promote price stability; to avoid 
recessions and to continue to make it possible for users of this standard 
to accumulate sufficient dollars for their domestic monetary and inter- 
national reserve requirements. 

The rules of the game require foreign countries which employ the 
dollar exchange standard to refrain from accumulating dollar assets in 
excess of their needs, to open their markets to United States exports and 
investments so as to permit this country either to balance its payments or 
keep its deficits down to manageable proportions, to utilize dollar hold- 
ings in preference to gold in their banking and intemational reserves; to 
allow the United States to be the principal repository of the world's gold, 
to assist in programs of economic aid to the underdeveloped lands, to 
assume their share of military burdens imposed by Russian and Com- 
munist Chinese threats of aggression Other rules which apply both to 
the United States and the user-countries require the maintenance of healthy 
economies, sustained and substantial rales of economic growth and the 
reduction of restrictions to the free movement of intemational trade. 

As previously noted, the rules of the old gold standard game were 
broken almost as frequently as they were followed The world has made 
considerable progress, however, in international cooperation since the 
days of the gold standards so that now intemational conferences among 
the users of this standard might be held to obtain agreement and adher- 
ence to a body of such rules In other words, the dollar exchange standard 
needs to be codified and instttutionalized 

Among the several plans which have been advanced for replacing or 
strengthenmg the dollar exdiange standard, those of Professor Robert 
Triffin and Dr E. M. Bernstein are of special interest. In addition, the 
pages following note certain trends already manifest in the dollar 
exchange standard which could strengthen its character. 

The Triffin proposal ‘ In Gold and the Dollar Crisis, Robert Triffin 
calls attention to the fact that under the dollar exchange standard the 
world will require increasing amounts of dollars for reserve purposes, 

STnffin, Robert, Cold and the Dothr CHsa New Haven, Conn • Yale University 
Press, Rev ed. 1961 
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and it might be beyond the power of, or at least imprudent for, the 
United States to continue to meet this demand. The world may face a 
liquidity crisis Tvith international reserves failing to keep pace with the 
world’s need for them. To meet Aese problems, Triffin suggests a change 
in the character of the International Monetary Fund to enable it to func- 
tion as a government central banks bank, Le. to act toward government 
banks as the Federal Reser\’e Banks and the Bank of England do with 
respect to the commercial banks of their countries. Nations would cease 
using dollars as their hanking and international reserves; they would 
deposit their foreign exchange holdings in the Fund and use these deposits 
as their international reserves The Fund would manage these deposits 
bke a central bank manages those of the commercial banks, providing for 
controlled expansion to meet the gronlh potentials of the world economies. 

Triffin’s plan resembles in some respects that put forward by Lord 
Keynes in IMS for an International Clearing Union. One of the reasons 
for the rejection of Lord Keynes’ proposals for a government bank’s cen- 
tral bank, in favor of the type of institution adopted at Bretton Woods, 
was the fear on the part of the American delegation to this meeting that 
his proposals might have failed of ratification by the American Senate. 
If an amendment such as that proposed by TriSn would delegate to the 
Fund any limitation of the control which Congress and the executive 
have over the United States monetary system, the prospects for ratifica- 
tion appear to be doubtful. 

The Bernstein plan. A different proposal has been made by Dr. E. M. 
Bernstein, formerly Director of Research of the Fund, at the seventy-third 
Annual Meeting of the Amencan Economic Association held in St. Loxiis 
in December I960.* Bernstein’s plan involves a wider use of Article \TII, 
Section 4, of the present Fund Articles of Agreement According to this 
Article, a member is obliged to convert official balances of its currency, 
held by another member, either into gold or into the currency of the 
country requesting the conversion. By obliging a member nation to 
redeem United States holdings of its curreniy in either gold or in dollars, 
the dollar assets of these members could be reduced and the pressure on 
the American gold stock relieved 

Since transactions of this nature would involve large amounts of the 
leading currencies, the Fund could enter into agreements with the sub- 
stantial holders of foreign exchange reserves envisaging the loan to the 
Fund of certain amounts of their own currencies. These members would 
agree, according to the Bernstein plan, to subscribe to specified amounts 

* See Bernstein, Edviard M, "The Adequacy of United States Gold Reserves,” 
American Economic Retieic, Papers and Proce^mgs of the Set-enty-third Annual 
Sferttng of the Amencan Economic Assocuttton, May, 1961 Pp 439-446 
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of loans of their currencies to the Fund In return, the Fund would give 
them an interest-bearing note with payment in gold guaranteed. The 
members of the Fund would be called upon to lake up all or a part of 
their agreed subscnptions if and when the Fund felt that another member 
needed their currencies to meet an important outflow of funds or was 
faced with large demands for the conversion into gold of its currency.^® 

The Bernstein plan represents an extension and development of some 
of the powers which the Fund already possesses and which could be put 
into effect by an amendment to the Articles of Agreement as provided by 
Article XVH. Additional enabling legislation would probably be required 
on the part of the United States and some other countries to permit the 
Fund to borrow dollars-and other required currencies. 

Dollar exchange standard trends The United States has not bad 
recourse to the facilities which the Fund offers because, until the gold 
outflows of 1958, its balance of payments and its currency were not under 
heaw international pressure Many other countries have utilized their 
drawing rights, to tide them over periods of foreign exchange shortages. 
Generally stated, these rights permit member countries to draw on the 
Fund for the currencies of other nations against the deposit of their own 
money when they face lemporaiy balance of pajTnents difficulties. The 
foreign currencies so drawn must be replaced bv the member which 
drew them within specified intervals of time For example, if the United 
Kingdom were short of dollar exchange for its international transactions, 
it could draw specified amounts of dollars from the Fund against the 
deposit of its own currency 

Resources of (be Fund, adequate perhaps when it was established 
in 1944, were increased by 50 per cent in 1959 In 1961 many members 
felt that the reserves were still inadequate to meet its full responsibilities 
including the balance of payments deficits of the United States. The 
United States plans to use its drawing rights on the Fund to avoid further 
gold outflows and the Fund is arranging to increase its potential holdings 
of world currencies by borrowing them from the member nations some- 
what as Bernstein proposed In the case of the United States, if further 
deficits occur and additional gold outflows threaten, it will be in a 
position to draw foreign currenoes from the Fund against the deposit 
of dollars, present these currenaes to other members and ask for dollars 
or gold in exchange Deprived of some dollars, these member countries 
can no longer demand such large amounts of gold from the United 
States Treasury. 

Some nations have started to diversify their reserve holdings of 


Ibid Pp 445-446. 
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foreign currencies b)’ adding marlcs, liras and guilders. In addition, the 
United States has been building tip its stock of marks and Swiss francs 
If this trend continues the doBai etcbange standard may gradually give 
way to a more general foreign exchange standard, with nations utilizing 
a more diversified portfolio of foreign exchange With more varied reserv'e 
holdings, some of the pressure on the dollar may be relieved and the 
threat to the gold holdings of the United States reduced If other coun- 
tries could give a guarantee against dei-aluation or if thev would agree to 
redeem official holdings of their currencies at the par value on the date 
they were acquired, their moneys would become more attractive as 
resen’e holdings. 

Some remaining trswes With very large deficits, there is a tendency 
for foreign dollar balances to grow beyond required proporrions, to 
become redundant and for the holders to prefer gold in their place. 
Reducing the size of United States deficits thus alleviates the pressure 
on Its gold stock Some of the Governors of the Fund, meeting in Vienna 
in 1960 declared that the recent deficits are the reflection of domestic 
recession and will decline with the improvement of the economy. 
Contra-c> clical measures, it was staled, might be effective in reducing 
these deficits since they attack the fundamental disequilibria which 
brought them about.” 

There are several reasons for transforming dollar holdings into gold. 
Some official financial institutions traditionally maintain a certain fraction 
of their reserves in gold As their total reserves increase, their demand 
for gold likewise grows. The substantial deficits on the United States 
balances of payments since 1958 may have served to undermine con- 
fidence in the stabihtv of the dollar and have fed the fears that it would 
be devalued by raising the price of gold Nations which entertain doubts 
of this type would like to convert dollars into gold at a price of $35 rather 
than at some new higher price, because a given amount of dollars would 
bring more gold at the former than at the latter price. 

Adcanfages and disadvantages of the dollar exchange standard. In 
the absence of adequate stocks of gold, nations must find somediing of 
value to use as reserves As far as the banking and domestic currency 
reserv'es are concerned, it is not necessary to use either gold or foreign 
e.Tchange, government securities can be used for this purpose, and in 
some countries thev are The intemahonal resen es of a country’ require, 
however, instruments which can be transferred readily into the money of 
other countnes to meet balance of payments deficits The use of dollars 


11 See the Monthly Retieu, ol che Federal Reserve Bank of New York, October 
1961, Vol 43, No 10. pp. 167 169 
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for this purpose has certain advantages and disadvantages for the 
United States, 

Since the dollar is its own money, it is not likely to run short of 
dollar reserves. As far as the means of payment are concerned, the United 
States has some- latitude of action and if it desired could exercise influence 
■ over the monetary systems of other countries. On the other hand the 
dollar exchange standard imposes some obligations on the United States, 
which were listed m an earlier paragraph. The responsibilities which it 
imposes limit freedom of action on internal matters. Many nations face 
the choice of sacrificing their domestic to their external economies pr vice 
versa. With the use of the dollar exchange standard, the United States, 
if, it recognizes its responsibilities, will need to manage its internal eco- 
nomy in the light of its external monetary obligations. Under the dollar 
exchange standard the United Slates is not only its own banker but is 
banker to the rest of the world, and its gold stock in addition to being its 
own reserve forms a part of world gold reserves. 

As international banker to the world, America is in a similar position 
to that of every banker except that It Is not able to replenish its reserves 
(In this case gold) in sufficient quantities to meet demand liabilities. The 
situation, therefore, bolds some danger for this country. The dollar ex- 
change standard appears likely to be buttressed by drawings on expanded 
Fund facilities, by measures such as Bernstein has proposed, and it may 
also give way to a more general foreign exchange standard with the 
dollar continuing to occupy a preponderant position in the composition 
of these more diversified reserves. 

The next chapter describes bow, within the framework of an inter- 
national currency, the international business of the world is financed and 
sketches the several means used to pay for exports and imports of goods 
and services, unilateral transfers and capital movements. 


QUESTIONS AND PROBLEMS 

1 After consulting the appropnate works listed in the bibliography, describe 
bnefly the silver standard and bimetallism 

2 Explain why a monetary system is important to a nation's foreign eco- 
nomic relations 

3 Explain how the dollar exchange standard came into being . , 

4 \Vbat would be the effects of a severe penod of monetary innation ^ 
nsing pnces in the United States upon tfie world’s economic relationships 

5 Many people favor a return to the gold com standard because they "heve 
that monetary stabibty is best achieved by this system. List reasons for an 
ng.-unst this proposal 

6. Would a central bank’s bank be preferable to the present dollar exc g 
standard^ IVhy or why not? 
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7. What might be the effects of a severe and prolonged depression in the 
United States on world monetary standards? 

8. A\Tiat are the differences betwera the gold com standard and the inter- 
national gold bullion standard? 

9. Since there is much more silver than gold in the world today, why was 
silver abandoned as a monetary standard? 

10. If interest rates were to nse in the United States to higher levels than 
those m other monetaiy centers, what are Lkely to be the effects on the 
United States gold holdings^ 

BIBLIOGRAPHY 

I. Textbooks 

Short accounts of different monetary systems are found in such textbooks 

on money and banking as the foUow’ing 

Chandler, Lester V The Economics of Money and Bonking (3rd ed ) New 
York Harper and Brothers, 1959 Chapters 1, 2. 4, 5, 7-10, 24-27 

Hise, Eugene S Money and Banking (2nd ed ) Cincinnati Southwestern 
Publishing Co , 1939 Chapters 1-4, 9-12, 31-32 

Pritchard, Leland J Money onrf Bonking Boston Houghton iftfiim Co , 1958. 
Chapters 2-4, 5. 12. 14 16, 24, 25-31 

Steiner, William Hou’ard, Sh,ipiro, Eh, and Solomon' Ezra Money and Bank- 
ing (4th ed ) New York Henry Holt and Co , 1958 Chapters 1-3, 5-9, 
25-27 

Trescott Paul B Money Bonking, and Economic Welfare New York McGraw- 
Hill Book Co , Inc , 1960 Chapters 1-4. 12. 13 

11. Official Publications 

Annual Report Board of Governors of ihe Federal Reserve System. Washing- 
ton. DC (Published annually) Each issue contains an account of 
important dev elopmenls in the American banking system which took place 
during the year 

Bonking and Monetanj Statistics Board of Governors of the Federal Reserve ' 
System Washington, D C 1943 This compilabon of statistics is a basic 
source of dat.a on the operations of our monetary system for the pre- World 
War II period 

Bloomfield, Artliur I Monetary Policy Under the IniemaUondl Gold Standard: 
lSSO-1914 FcdeiaJ Resme Bank of New York 1959 A succinct accoi/nt ' 
of the operations and policies (rf central banks under the pre-1914 gold 
standard the i dies of the gold st.uid. id game discount policy .and interna- 
twtial settlements under g,oU 

Federal Reserve Biiffefm Boara of Coveiwvs of the Federal Reserve System 
Washington D C (Published monthly ) This penodical publishes a 
number of statistical senes on monev, banking and economic conditions in 
the United States From time to tune, the Biiffetm carries special articles 
on international monetary' developments 

Fousek, Peter G Foreign Central Banking The Instruments of Monetary Policy 
Federal Reserve Dank of New York, 1957 This monograph describes 
government bank policies and techniques utilized dunng the post-World 
War II years, especially those relatmg to discounts, open market opera- 
tions, reserves and credit controls. 



118 MODERN INTERNATtONAl ECONOMICS [Ch 7 

Monthly Review of the Federal Reserve Bank of 'New York. Each issue carries 
a section devoted to international monetary developments and, from time 
to bme, special articles on mteinational banking are published. Federal 
Reserve Banks of the other aties also publish monthly reviews. 

The Federal Reserve System: Purposes and Functions. Board of Governors of 
the Fede’-al Reserve System, Washington, D. C.. 1954. This work con- 
stitutes the ofiicial account of the organization and operations of the 
Federal Reserve System 

111. Other Monographs and Studies 

Bemstem, Edward M. The Adequacy of United States Cold Reserves,” Ameri- 
can Economic Review, Papers and Proceedings of the Seventy~third 
Annual Afeetmg of the American Economic Association LI, No. 2 (May, 
1962). 439-446 This and the following contribution develop the authors 
proposal for a greater ubbzation of the provisions of Article VIII, Section 
4, of the Fund Articles of Agreement as means of alleviating the inter- 
nabonal pressure on the dollar and of reducing the danger of continued 
gold outflows 

. . , “The New Administration and the Dollar Payments Problem," 

Quarterly Review and Investment Survey, published by Model, Roland 
and Stone, 120 Broadway, New York 5, N. Y Fourth quarter, 1960, pp 
1-9 

Hawtrey, R G Currency and Credit London Longmans, Green and Co , 1919. 
This older work contains a good account of the effects of short-term 
interest rates on mtemabonal capital movements and bank reserves. 

International Currency Experience The League of Nations New York- 
Columbia Uiuversity Press, 1944 A detail^ account of the policies and 
operabons of the world’s monetary systems as means of the settlement of 
international accounts 

International Payments Imbalances and Need for Strengthening International 
Finonciof Arrangements Joint Economic Committee of the Congress of the 
United States Hearings Before the Subcommittee on Intemabonal Ex- 
change and Pavments May 16, June 19, 20, jind 21, 1961 Washington, 

D C : U S Government Pnnting Office. 1961 These important hearings 
present testimony and/or statements on the topic by eighteen authoribM. 
both Amencan and English, including Dr Bernstein In addibon to prodd- 
ing discussions of the dangers inherent in the U S balance of payments 
deficits, the volume gives the suggesbons of these authonties for the 
improvement of the present world international reserve system 

The International Position of the Dollar A Statement on Nabonal PoLcy by 
the Research and Policy Coiniiuttee of the Committee for Economic 
Development New York Committee for Economic Development 
1961 This incisive study explains the nature of the problem, shows ho^v 
deficits and surpluses on the balances of payments are measured, inicates 
the source of recent United States deficits and suggests a number o 
poliaes designed to improve its balance of payments and bquidity pOTbon 

International Reserves and Liquidity The Intemabonal Monetary Fund, ' ' 

ington, D. C: 1958 This contribution to the problems of intemabonal 
reserves discusses the composibon and adequacy of those of various 



CK 7] FtNANCJNG INTERNATlONAt mNSACTIONS MOMETARY SVSTEA'S H9 

countries and the importance of these resenes to international economic 
relations. 

Kindleberger, Charles P The DoUar Shortage. N'ew York. John Wiley and 
Sons, Inc., 1950 This hook presents an analj-sis of the dollar shortage 
%%hich pre%-ailed in the immediate post-World War II years 
Klopstock, Fred H. “The Intemabonal Status of the Dollar," Essays in Infer- 
national Finance, No 28 Intemabonal Fmance Secbon, Princeton Uni- 
versity’, Pnnceton, N J 1957 See footnote 7 of this chapter 
Kriz, Mirsoiav A “Gold m World MonetMy Affairs Today,’’ Essays m Inter- 
naUonal Finance, No 34 In’emabonai Finance Section. Pnnceton Uni- 
versity, Pnnceton, N. J . 1959 See footnote 7 of this chapter 

"The Pnce of Goltl,” Essays in Jntemational Finance, No 

15 Intemabonal Finance Secbon, Pnnceton University, Pnnceton, N. J 
1932 The pnce of gold, its detenninabon, role in intemabonal liquidity’ 
and the United States gold pnce policy are treated. 

Meade, James E “Financial Policy and the Balance of Payments,’’ Economica, 
X\', May, 1948 This article discusses the impact of financial and credit 
pohcies upon a nation’s intemabonal economic relabons Emphasis is on 
theoretical aspects 

Staf Report on Employment, Grou-fh, end Price Levels. Joint Economic Com- 
mittee of the Congress of the United Stales Washington, D C 1939 
Chapter 11 of this report entitled "U S Position in the World Economy,” 
discusses various aspects of the balance of payments position of the Umted 
States m relationship to the grouth of foreign liquid dollar reserv'es. 
Survey of United States International Finance Published annually by the 
Intemabonal Finance Section of Princeton University, the Surtey presents 
developments in United States intemabonal finance for each year 
TriSn, Robert Gold and the Dollar Crisis Neiv Haven, Conn Vale University 
Press. Rev ed , 1961 Proposals (or relieving mtemational pressures on the 
dollar and the danger of excessne gold outflows by using the Fund as a 
cential b.'ink’s bank are discussed in this book and in the following article 
, “The Intemabonal Monetary' Crisis Diagnosis. PaUiahves, 
and Solutions,” Quarterly Revietv and Investment Survey Published by 
Model, Roland and Stone, 120 Broadway, New York 5, N Y First 
quarter, 1961, pp 1-8 

. National Central Banking and the International Economy,” 
Ret-icu- of Economic Studies, XIV, No 2, pp 53ff The importance of 
go\emment bank policies and practices in foreign economic relations is 
explored 

Waight, L The History and Mechanism of the Exchange Equalization Account 
Cambndge. The University Press. 1939 The pohcies and operations of 
the British Exchange Equalization Account, custodian of Britain’s inter- 
national reserves, are described in some detail 
^\’hittlesey, Charles R International Monetary Issues New York McGraw-HiII 
Book Co , 1937 The author presents a discussion of the monetarv, pay- 
ments and exchange problems w’hich prevailed dunng the inter-war period 
Williams, J H "The Adequacy Existing Currency Mechanisms Under 
Varying Circumstances," American Economic Review Supplement (March, 
1937) This article contains a bnef descnption and estimate of the value 
of various monetary systems as intemabonal payments mechanisms 



8 

Financing International Transactions; 
Methods 


"Bills of exchange," said John Stuart Mill, “were first introduced to 
save the expense and nsh of transporting the precious metals from place 
to place . . 

"Bills of exchange having been found convenient as means of paying 
debts at distant places wthout the expense of transporting the precious 
metals, their use was aflenvard greatly extended from another nioti>’e. 
It is usual in ever>’ trade to give a certain length of credit for goods 
bought three months, six months, a year, even two years according to the 
convenience or custom of the particular trade. A dealer who has sold 
goods, for wluch he is to be paid in six months, but who desires to receive 
payment sooner, draws a bill on his debtor payable in six months, and 
gets the bill discounted by a banker or other money-lender, that is, trans- 
fers the bill to him, receiving the amount, minus interest for the time it 
still has to run It has become one of the chief functions of bills of exchange 
to serve as a means by which a debt due from one person can thus be 
made available for obtaining credit from another."* 

Definition of bill of exchange This mstrument may be briefly 
defined as an unconditional order in writing, addressed by one person 
to another, signed by the person giving it requiring the person to whom 
it IS addressed to pay on demand or at a fixed or determinable future time 
a certain sum in money to, or to the order of. a specified person or to bearer. 

Although the bill of exchange has been generally used in Europe for 
a long time, it has not been wdely employed on the American domestic 
markets.lOur practice has been to sell on open or book account, an a 
buyer who receives a bill of exchange or draft for acceptance from the 

1 Mill, John Smart Principles of Pohlical Economij Edited by W. J Ashley 
London, 1920, pp 515-516 
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seller is quite likely to feel as though he has been insulted by having his 
credit-worthiness questioned by the use of such a document. 

\Vhen Americans first engaged in foreign trade diey found the bill 
of exchange accepted as the almost universal means of effectuating 
foreign payments and extending credit. They fell into the custom of the 
trade and used these biUs for foragn transactions. They learned that no 
stigma is attached to their use in foreign commerce. Today, the American 
foreign trader and the banker who helps finance his transactions are 
quite adept in their use. 

Financing United States Imports of Merchandise*. 

The Bill of Exchange 

An import troaraction The use of the bill of exchange in modem 
foreign trade can be illustrated by an example Assume that an American 
manufacturer of high-quabty men’s clothing decides that the fall and 
ivinter market will be good for men’s tweed clothing He sends one of 
his buyers to England to look over the tweeds which the British mills are 
producing. The buyer finds a line which pleases him and places an order 
with the mill for riveeds having a total value of £100,000 which, at the 
prevailing rate of exchange of £1 equals S280, mil cost the American 
clothing manufacturer $280,000. 

The buyer works out the details of the transaction with the British 
mill: the terms, deliver}* dates, packing, shipping and insurance arrange' 
meots, among others. The British mill agrees to allosv the American firm 
ninety days after the acceptance of the draft for payment. 

Paymeni by bill of exchange. In due course the British mill has 
manufactured the tweeds, packed them for shipment, insured the ship- 
ment against marine and other risks, obtained a consular invoice from 
the American, Consulate, loaded the tweeds on board a vessel bound for 
New York and obtained an ocean bill of lading from the steamship com- 
pany. The British mill then draws a draft on the American clothmg 
manufacturer, attaches aU of the documents mentioned in this paragraph 
to it and takes it to its bank for bandbng. This draft, or bill of exchange, 
would be drawn for £100,000 and be pay'able ninety days after sight. It 
might well take the form of the bill of exchange reproduced on Chart 8 1. 

The British mill’s banker then forwards the bill, with all of the 
documents attached, to its branch or correspondent bank m New York 
Upon receipt of the bill, the New York bank notifies the clothing manu- 
facturer that it has a bill drawn on him and presents the bill for accept- 
ance. If all the documents are in order the cloihing manufacturer accepts 
the bill by unting the word “accepted” across the face of the 



bill, the date and place of acceptance and then signs it. A fonn of accept- 
ance IS also sho%vn on Chart 8 1 

The New York bank detaches the documents from the draft and 
hands them to the importer If the Amencan clothing manufacturer 
declmes to accept the draff, he will not, of course, receive the attached 
documents and cannot obtain the goods from the steamship company. 
Without accepting the draft he cannot obtain possession of the goods. 
This IS the great protection which the bill of exchange affords the ex- 
porter, he retains his goods until the importer has accepted the bill and 
has obligated himself to pav it 

In the case at hand the documents were given to the drawee— the 
Amencan clothing maker— of the draft upon his acceptance of it an 
such a draft is known as a D/A, or documents upon acceptance, dra t. 
The draxver, or the British mill, evidently had faith in the clothing manu- 
facturer and felt that he would pay the draft upon maturity’. If the 
felt that the draft might not be paid when it fell due, he might have us 
a D/T, or documents upon payment, draft. Under a D/P draft, the ocu 
ments are not given to the drawee upon his acceptance, but on y upon 
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payment. With such a draft the drawee cannot obtain possession of the 
goods until the draft is paid. 

Another advantage of this instrument to the exporter is that the hill 
constitutes, in itself, a legal obligation to pay the stipulated sum at a 
stipulated time and place In case of non-payment, the owner of the bill, 
in this case the exporter, sues on the bill itself. He is not obliged to prove 
in court that the importer bought the goods and agreed to pay under 
certain conditions. The accepted bill alone is a legal obligation to pay. 

Negotiating the bill With the acceptance of the bill, the British mill 
now has a negotiable instrument and has several courses of action open 
to it. The mill can hold the bill, or allow the London or New York bank 
to -hold it for them, for collection at the expiration of the ninety days 
“usance” which the bill has to run If the mill has sufficient working 
capital and no immediate use for funds, it might do this. 

On the other hand, if the miU desires the funds at once it can sell, or 
discount, the bill There is a very active market for these bills in London, 
New York and other financial centers A bank in either New York or 
London will ordinarily purchase the bill provided it is in good order and 
the reputations of the drawer (the British mill) and of the drawee (the 
American clothing manufacturer) are good \ bill broker or dealer might 
also purchase it and even a pnvate individual who has a payment to 
make in pounds sterling of like amount would be another potential 
purchaser. 

An) one who buys the bill will discount it, that is, he will pay the 
face value of the bill minus the going rate of interest for instruments of 
this type. For sake of argument, assume that the market rate for bills 
of this type is 4 per cent Four per cent of £100,000 for ninety days would 
be I per cent of the face value and the discount would thus amount to 
1 per cent of £100,000 or £1,000 Since the discount is taken out in 
advance, the purchaser will pav the mill £99,000, or its equivalent in 
other currency, for the bill 

What does the bank or bill broker who purchases the bill do with 
it? He can hold the bill for mnetv days and earn the 4 pet cent interest, 
ut h carried wiVi he do with \Vie pounds steriing 

at the expiration of the usance of the bill, or the time which it has to run, 
and after it has been paid’ There are many Americans who import goods 
and services from Britain and who will be glad to purchase all or a part 
of these pounds in order to meet their own payments due in pounds 
sterling. He might also use the pounds to invest m British notes and 
securities A bank which has customers who need pounds is another 
potential purchaser of it 

If the rate of interest on bilk of this kind were to decline during the 
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life of the bill after it had been discounted at 4 per cent, the purchaser 
might sell it and realize an immediate profit. To illustrate this point, 
make the unrealistic assumption tfat the rate of interest drops the same 
day that the bill is discounted at 4 per cent, and while the bill still has 
ninety days to run, to 2 per cent Two per cent a year is one-half of one 
per cent for ninety days and, on £100,000, amounts to £500, the bill can 
sell for £99,500. The purchaser at the rate of 4 per cent would thus have 
an immediate profit of £500, since he paid but £99,000 for the bill. 

It should be noted that if the bill were sold or discounted on the 
New York market, the transaction would probably take place in dollars 
at the going rate of sterlmg-dollar exchange. So if the British mill desired 
to receive dollars for this bill, they would doubtless sell it in New York. 
On the other hand if the transactions took place in London the bill would 
in all probability be bought for pounds If the mill desired to receive 
pounds at once, it might sell the bill on the London market. What the 
mill would 8\<itually do would depend upon when it deswed to secoup the 
selling price of the tweeds, the applicable rates of exchange and dis* 
count rates 

Pai/tng the bill So much for the problems of the British mill. What 
about the American clothing manufacturer? Having signed the bill he 
has been given the documents, and with the ocean bill of lading he can 
claim the tweeds from the steamship company. If they have been dam- 
aged, the insurance policies provide indemnity for thd losses covered. 
Before the manufacturer can bring the tweeds into the United States he 
must pay, or “liquidate,” the customs duties applicable to this type of 
merchandise So, he pays the duties assessed on the tweeds and ships 
them to his factory to be made up into men’s clothing for the coming 
season 

Ninety days from the date the bill was accepted, he must find 
£100,000 to meet the draft He faces two problems. He must find someone 
svho has £100,000 for sale, and he must be able to pay for them. Today, 
locating a potential seller of pounds sterling is but a small problem 
of the banks which engage in foreign exchange have pounds for sale an 
bill brokers are usually well supplied with them These banks and brokers 
get the pounds, among several possible ways, by buying them with dollars 
from British banks and dealers Since Biitish banks and dealers ave 
customers who need dollars to pay for imports from the United 
they exchange pounds for dollars Another American bank or a 
might also he a source of the pounds because they have sterling avai a e 
from the proceeds of sterling bills W’hich they have bought from ot er 

traders ' , j t i-no 

Forward exchange. Although locating a seller of poun s s er i 
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generally presents no difficult problem, the price at ^^luch they can be 
acquired is another factor to be considered. It was assumed when the 
clothing manufacturer bought the tweeds that the sterling rate of ex- 
change was at par or S5 SO. Based upon this price, the clothing manu- 
facturer assumed that the tweeds would cost $250,000 and he priced bis 
garments accordingly. His salesmen have alreadv taken orders for fall 
deliver)- on this basis 

But exchange rates fluctuate and the British authorities, through 
the Exchange Equalization Account, allow the pound to var>- between 
the limits of approximately $278 and $2 82 to the pound If the pound 
were at its lower bmit of S278 when the bill fell due, the American 
clothing manufacturer could meet bis obligation bv buv-ing £100,000 for 
$278,000 and make a windfall profit of $2,000 But if the price were $2.82 
on the date of the hill’s matuntv , the clothing manufacturer w ould have 
to pay $282,000 and would be out of pocket $2,000 

By accepting the bill the clothing manufacturer became an unwitting 
speculator in foreign exchange, unless he took the proper precautions. 
He could have avoided possible loss bv hedgmg his transactiOD Hiese 
hedging operations take the form of the purchase or sale of “forvvard 
exchange.” In this case, when he signed the contract for the purchase of 
the goods the clothing manufacturer should have agreed, or taken an 
option, to buv £100,000 from a bank or dealer deliverable in mnety daj-s, 
at the current rtrtc on the date of the agreement, for bills pas able upon 
sight, plus or minus a small differential representing the market situation 
for this t)pe of forward exchange In this way, the importer would have 
fixed definitely the dollar cost of the pounds at the time he closed his deal. 

bank engaged in the foreign exchange business must be willing 
to buy or sell forward exchange to accommodate its customers, and this 
business can be a source of considerable profit to the bank To engage 
in this tv-pe of business, banks either maintain an mventon, of the ex- 
change of all countries with which their customers do business or know 
where they can obtain it rapidlv and are usualb able to sell it on demand. 
In the present case the hank wowJd agree to deliver future or forward 
exchange on the date the American dothing manufacturer specified, and 
pavTnent would usually be made when the manufacturer took dehvery 
of the pounds from his bank 

The bank does not speculate in foreign exchange as might appear, 
because the bank which sold the forward exchange deliverable in ninet>' 
days would immediately cover its “position" by the purchase of an 
equivalent amount Since the bank charged the customer slightly more 
than it was obliged to pay for the covering exchange, it made a profit on 
the transaction while taking but little nsk- In addition to selling forward 
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exchange for future dehverj’ to customers, banks also purchase forward 
exchange from customers for future deliverj’ to the bank. Thus if an 
American exporter sold goods to a British importer proxidmg for pajment 
in pounds at some future date, a bank dealing in foreign exchange might 
purchase the pounds against dollars as soon as the transaction was closed 

Financing United States Imports of Merchandise: 

The Letter of Credit 

Before the Bntish mill extended ninety days credit to the American 
clothing manufacturer, it had to assure itself that this importer Mas 
credit-worthy by conducting a credit investigation or by using the credit 
information of its bank or a mercantile credit agency If the mill were 
not entirely satisfied with the clothing manufacturer’s credit reports, it 
could still extend ninety days credit with a minimum of risk through the 
dexice known as a letter of credit 

A letter of credit transaction A letter of credit is an instrument 
wliereby a bank agrees to allow one party to the transaction-in foreign 
trade, usually the exporter— to draw on it or its correspondent in favor 
of the exporter and agrees to accept, or have its correspondent accept, 
the drafts drawn by the exporter In the example above the American 
clothing manufacturer goes to his bank, explains the transaction to one of 
the bank’s officers, submits the necessary* financial statements and other 
documents designed to establish his credit standing and makes arrange* 
ments to pay the bank for the drafts as they fall due and are paid by 
the bank. He can repay his bank m at least two ways, by making an 
appropriate deposit, thus paying m cash, or by bortoxving the money 
from the bank and substituting his obligation on a note for that on the 
letter of credit. 

When the financial arrangements have been made, the bank issues 
a letter of credit m favor of the British mill for the amount agreed upon 
I £100 000) It contains the conditions and terms of the contract between 
the mill and the manufacturer Tlie bank will only honor drafts drawn 
on it bv the British mill which meet these terms and conditions The 
clothing manufacturer pays the bank a fee for the letter of credit, usual > 
lietween one fourth and one-sixteenth of the face value of the letter o 
credit with the modal rate for good customers of one-eighth of one 
per cent 

The issuing bank sends the letter of credit to one of its branches 
or correspondents in London, for transmittal to the exporter, and a w ^ 
letter of advice to the British mill statiug that a letter of credit has cn 
issued in its favor subject to certain terms and conditions Bills (accom 
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panied by the appropriate documents) under the letter of credit are 
dra^vn by the British miU on the correspondent or branch bank when the 
tweeds are shipped and are presented for acceptance to this correspond- 
ent or branch bank. On acceptance, the documents are forwarded to 
the American clothing manufacturer through the bank which issued the 
letter of credit originally. 

At the expiration of ninety days after sight, the American clothing 
manufacturer’s bank is obliged to pay the £100,000 bill or make arrange- 
ments for its payment. Ordinarily, it would have instructed its London 
branch or correspondent— and so advised the British mill— to pay the bill 
at maturity and to charge the £100,000 to its account. In this way, at 
the end of the transaction the American bank would have had £100,000 
less on deposit in England The American clothing manufacturer would 
have to pay his bank the dollar equivalent of the draft ($280,000 in this 
case) and he could do this by either having his bank charge his account 
ivith this sum or by borrowing the money from the bank to meet this 
paiTnent. The American bank, although it would have £100,000 less in 
its deposits abroad, would have $280,000 more in either cash or loans 
as a result of the transaction. 

Types o/ fetters o/ credit A letter of credit may be either confirmed 
or unconfirmed, revocable or irrevocable. Under a confirmed letter of 
credit, the issuing bank advises the British mill that it will assume respon- 
sibility for all bills drasvn under the letter of credit and thereby adds its 
credit to that of the correspondent bank. In the event that the corre- 
spondent bank is little known or of doubtful credit standing, this notice 
of confirmation is important because it adds the importer's bank's liability 
for pajmenl to the transaction \A'hen the letter of credit is unconfirmed 
the issuing bank does not advise the drawer that it assumes responsib’’ ty 
for pasTTient, and this responsibility rests svith the branch or corre- 
spondent bank. 

Under an irrevocable letter of credit, the obligation of the issuing 
banks is absolute, they cannot change their minds dunng the course of 
events and cancel the credit. \\Tiere the letter of credit is revocable, the 
issuing bank may revoke the authonty to draw bills at any time and 
without notice. An irrevocable letter of credit is thus preferable. A con- 
firmed, irrevocable letter of credit is the best of all. 

Advantages and disadvantages of the letter of credit The British 
mill has now a bill accepted by a bank and no longer needs to rely upon 
the credit of the American clothing manufacturer for payment. Such a 
bill is a better credit instrument than one accepted by the clothing manu- 
facturer alone and udli be discountable at a lower rate of interest. The 
letter of credit has another advantage in that only bills and their accom- 
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panying documents which conform in e\er>' detail to die terms and 
conditions of the letter of credit a\i 11 be accepted or paid. 

On the other hand, the letter of credit lacks flexibility. Any change 
in the import-export transaction xxhich takes place after the letter of 
credit has been issued must form the object of an amendment to it, 
which makes this instrument somewliat clumsy when many hanges 
occur in the transaction. The letter of credit is well adapted to routine 
types of exporting and importing, but it is not a suitable instrument to 
emplox' where flexibility is required and where the transaction takes 
umisual and little used forms.* 

Some financial effects of the hilt. It is important to note that, what- 
ex er the method of financing, the American importer added to the United 
Stales demand for pounds sterling in the amount of £100,000 In paying 
the bill xvhen due, if the pounds were purchased in Britain, this trans- 
action increased England’s holdings of dollars because dollars were 
tendered the British bank in exchange for the pounds. If the pounds xxere 
purchased from a United Slates bank’s holdings of pounds in exchange 
for dollars, then its supplx of British pounds declined. Tlie appropriate 
bahmee of payments accounts affected by transactions of this txpe were 
outlined in chapters 3 and -1 Tlie next chapter indicates the impact of 
this txpe of transaction on the rate of excliange. 

Financing United States Exports of Merchandise 

An cx)wrt tramaction A British manufacturer of electric refrigera* 
tors finds, on one of his trips to the United States, a fractional horse* 
power electric motor which suits liis requirements better than any British 
or other motor After planning his production program, he places an 
order for motors hax'ing a total \-alue of S2S0,00O xvilh the American 
manufacturer Since his fin.incial position is strong, he agrees to pay cash 
for the motors upon delivery Tlie other terms of the purchase are agreed 
upon and the American motor maker proceeds to manufacture tliem 
\\'hen the motors are finished, the factory packs and ships them, obtains 
a consular inx’oice from a British Consul in the United States, an ocean 
bill of lading from the steamship company and marine insurance from 
the agreed insurance company. 

The American motor manufacturer then draws a bill of exchange, 
or draft, “at sight” on the British importer for $250,000, attaches t e 
dbox e documents to the draft, and turns the draft and the attached docu 
ments over to his bank in New York for handling The bill and t e 
documents are forwarded by the New York bank to its London corre 

^Cf xXasserraan, Nf.vt J. "United States Import Financing Methods. The 
fournal of Finance, yo\ VI, No 3, Sept 1931, pp 325-32S. 
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spondent bank or branch which presents them to the British importer. 
This bill must be paid, rather than accepted, for it is a sight draft pay- 
able as soon as it is “seen" by the drawee. If the British importer pays 
the bill, the documents are detached and turned over to him and he can 
then claim the motors from the steamship company, clear them through 
British customs and use them in his manufacturing operations. 

Letter of credit payment for export. This transaction could have 
been bandied under letter of credit financing just as the United States 
import of t\veeds was. In this case, the British refrigerator manufacturer 
arranges uith his bank to issue a letter of credit in favor of the American 
electric motor manufacturer. The importer’s bank in London forwards 
the letter of credit to its correspondent bank m New York, spelling out 
the terms and conditions of the transaction, for transmittal to the exporter, 
and also sends a letter of adWce to the effect that a letter of credit has 
been issued to the American electric motor manufacturer. Such a letter of 
credit can be either revocable or irrevocable, confirmed or unconfirmed. 

^\’hen the shipment of electric motors is ready, the American manu- 
facturer draws a sight bill for $280,000, attaches the documents to it. and 
presents the whole to the New York correspondent bank which pays the 
draft and fonvards the documents to the London bank for transmittal 
to the British electric refrigerator manufacturer. Once m possession of 
the documents, the British refrigerator manufacturer can withdraw the 
motors from the steamship company, clear the shipment through customs 
and ship the motors to his factor)’ 

The British refrigerator manufacturer has to pay the bank in London. 
%\hich issued him the letter of credit, the equivalent in pounds of the 
$250,000 draft If the pound were at par on the day the draft is paid, 
the transaction ^vill have cost him flOO.OOO. Since the Bntish manu- 
facturer did not know, when he ordered the electric motors, just what 
the rate of exchange would be on the day the bill was presented fcr 
pajTOent, he vvill have been wise to have purchased foniard dollar 
exchange at the time he signed the order for the electric motors and 
thereby lived the rate of exchange lor the transaction. 

Some fimnciai effects of the bitL This United States export trans- 
action, regardless of the means of financing emplo>’ed, gave nse to a 
demand from Bntish sources for United States dollars. If the Bntish 
refngerator manufacturer purchased the necessar)' $280,000 required 
to close the transaction from a British bank, Bntain s holdings of dollars 
were decreased. On the other hand, if the dollars were purchased from 
an .-American bank Against pounds, th«i the United States supply of 
Bntish pounds was increased Again, the appropnate balance of pa>Tnents 
entries for transactions of this t>-pe were outlined in chapters 3 and 4, 
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and the next chapter indicates the impact of this type of transaction on 
the rate of exchange. 

Financing Travel and Other Services 

An American t-avellmg abroad needs the currency of every country 
which he plans to visit to meet his expenses If he knows just how much 
money he is going .o spend in each country, he can arrange through his 
bank to purchase the foreign currencies before leaving the United 
States in the required amounts for each nation visited Or he can purchase 
the required foreign currencies in each country visited against payment 
m dollars When they travel abroad most Americans usually carry dollars, 
not m bills or com, which run the risk of loss or of theft, but in traveller’s 
letters of credit or checks purchased before embarking for the first foreign 
port 

T raijellers letter of credit Banks which do foreign exchange business 
issue traveller’s letters of credit, and many other banks which do not do 
this tvpe of business have correspondent relations with banks which do 
and can arrange for their purchase This document is a printed form 
letter duly signed by a bank officer, which authorizes the holder to draw 
drafts on the issuing bank up to a given total amount As each draft is 
drawn, it is entered on the back of the letter of credit until the total 
amount has been exhausted 

The traveller is provided with a list of the issuing bank's c^Tespond- 
ents who 'vdl honor the drafts or bills draivn on it and pay them in the 
local currency at the going rate of exchange for these drafts The holder 
of these letters of credit assumes, of course, the risks attendant upon 
fluctuations in the rate of exchange. In a separate folder, the travellers 
signature is carried on a card duly certified as exact an officer of the 
issuing bank If the letter of credit and signature card are keot in separate 
places, the danger of forged drafts is reduced and this is one of the 
protective features of this type of financing. 

Traveller's checks Since drafts drawn under traveller’s letters of 
credit can only be cashed at one of the issuing bank’s branches or 
officia.1 correspondents and only during banking hours, many tourists 
prefer to use traveller's checks which can be cashed almost an>'vvhere 
.ind .It anv time They are issued by certain banks and financial agencies 
such .IS the American Express Company and are agreements by t e 
issuing b.mk or company to pay to the order of the person or firm « dc 
( .ishes them They are usually issued m fixed denominations of • 
S2a $50 SIOO and S500. .and the purchaser signs e.ich check .at the 
time he buvs it. In order to be cashed or made negolmble, the c ec s 
must be countersigned by the purchaser in the presence of the payee 
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and are only \’alid when die countereignature is that of the purchaser, 
'rhe payee compares the two signatures and in this W’ay is able to 
establish the fact that the person who presents the check is the bona 
fide owner of it. These checks are usually paid in the currenc)’ of the 
country m which they are cashed at the rate applicable to these instru- 
ments, and the nsk of exchange rate fluctuations falls on the holder 
of the checks. The cashed or paid checks are payable upon presentation 
to the offices of the issuing bank or company. 

Amencan tra\ellers, \vhelher they use letters of credit or traveller's 
checks preside a demand for the foreign currency of each country w’hich 
they sasil The drafts drawm under a letter of credit and the checks 
either add to the supply of dollars, or dollar holdings, of the countries 
ID which they are cashed or reduce United States holdings of the foreign 
currencies imolved 

Foreign traLcUers Foreign traiellers in the United States use 
similar procedures. They can purchase United States currency before 
departure wnth all the risks attendant upon carr>’iDg large amounts of 
cash. The>’ can buy a traiellers letter of credit, denominated in either 
their owti currency' or m dollars, or they can purchase traveller’s checks 
m their home currency or dollars. 

If they use a letter of credit or traveller’s checks drawn in tlieir o^vn 
currency’, they receive dollars at the rate of exchange applicable at the 
time the draft is drawn or the check cashed They thus assume the risk 
of exchange rate fluctuations while enroute and, in addition, hotels and 
stores (since they usuallj’ do not deal in foreign exchange ) may be unable 
or unwilling to cash traveller’s checks denominaled in a foreign currency. 
On the other hand, if the fon.gn traveller purchases the letter of credit 
or travellers checks denomiiiated in dollars, the nsk of day to day 
e* change fluctuations is eliminated and the traveller’s checks can be 
much more readily cashed 

If the travellers, beating letters of credit and traveller’s checks 
denominated in their local currency, came from a large country whose 
monev was well-known and wndely traded, the^’ would have httle diffi- 
cult)- in cashing them at U S banks. On the other hand, if their country’ 
of residence were small and little known they might evpenence some 
problems m cashing their instruments, especially at smaller, inland banks 
Most foreign travellers in the United States toda. use dollar letters of 
credit and traveller's checks 

Foreign travellers in the United States provide a demand for dollars 
Their purchases of liallars, if made abroad, serve to reduce their countnes’ 
lioldings or supply of dollars If the instruments are purchased in the 
United States, our supply of foreign cutiencies is increased 
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Other service transactions. Transactions in services— transportation, 
insurance and reinsurance, contractors fees, motion picture renlab and 
royalties, home office expenses, and income on investments, among many 
others— are usually financed by one of the methods, or a variation of it, 
sketched in this chapter, and in general they tend to follow the practices 
of the trade in each case. For these transactions, the bank draft is more 
widely used than a letter of credit or bill of exchange. 

Financing Unilateral Transfers 

Immigrant remittances. Immigrants making small payments in cash 
to family or friends abroad may very well remit by means of a personal 
check drawn on a United States bank, an international postal money 
order or by enclosing dollar bills In a letter. Since such a transaction is 
a unilateral transfer and does not Involve the liquidation of a debt due 
abroad of a fixed sum. the amount of foreign currency realized from the 
exchange of the United Stales dollar check, money orders or bills is 
perhaps not of prime importance, and the “risk” of the exchange in such 
cases IS borne by the recipient. These unilateral transactions do, how* 
ever, create a demand for the money of the country where the check or 
dollars are exchanged into the currency of the recipient, and they add 
to the dollar holdings of that country. 

For larger transactions, immigrant residents of this country, founda* 
tions, religious, charitable, educational and welfare institutions making 
unilateral transfers abroad can pay in a variety of ways. One convenient 
method consists of purchasing and forwarding a bank draft, i‘e., a draft 
dra%vn by an American bank on one of its branches or correspondents 
abroad, m the currency of the recipient. In this case, there is a United 
States demand for the currency of the recipient country, and when the 
draft is paid the United States holdings of the foreign currencies in ques- 
tion are reduced, or foreign holdings of dollars increased. 

Government unilateral transfers When the United States govern- 
ment makes a grant to a foreign nation it can utilize several methods o 
making payment. It frequently eslabbshes a credit in an American ban 
in favor of the recipient country. The central bank of this country, or 
some •gtNiTomtTA. finantnal agency, can ibcn draw on. these dollar ere ts 
until the amount is exhausted. If, under a grant, the purchase of goo * 
were made in the United States, the United States government (or one 
of its financial agencies) makes payment directly to the American ^ 
in question Foreign short-term dollar holdings are increased ^ 

credit is established and decreased as American suppliers are pai rom 
these credits , 

Counterpart fund financing Under the Marshall Plan, most o 
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grants (but not our loans) were financed by a no\’el procedure \vhich 
can be illustrated by the following example. Assume that the Belgian 
government obtained approval, under its Marshall Plan requirements, 
for $500,000 worth of textile machinery. A Belgian textile manufacturer 
desired to purchase some of this equipment and obtained approval of 
his government to buy power looms having a total value of $100,000 from 
an American manufacturer. The Bel^an mill ordered the looms and the 
American government paid the Amencan manufacturer of the looms in 
dollars for the amount of the order. 

Under the Marshall Plan method of financing, the Belgian textile 
mill must pay the Belgian government the equivalent in Belgian francs 
of the $100,000 cost of the looms These Belgian francs, paid by the mill 
to the Belgian government, were Icnowm as “counterpart funds” and, 
although they belonged to the Belgian government, this government was 
not free to spend them as it saw fit In the first place, 5 to 10 per cent 
of these funds was reserved by (he United States to meet the costs of 
the Marshall Plan Mission to Belgium as well as, certain other govern- 
ment expenditures such as expenses of United States oEBcials and mem- 
bers of Congress travelling in Belgium The remaining 90 to 95 per 
cent could only be spent bv the Belgian government with the approval 
of the United States, and often a substantia! portion was invested m 
Belgium The deposit of the 5 to 10 per cent of these countefpart funds, 
accruing to the credit of the United States in a Belgian bank, increased 
the United States government supply of a form of short-term capital, 
usuall)' foreign bank balances 

Other heal currency financing Sales of surplus agricultural com- 
modities under Section 402 of the Mutual Security Act and Public Law 
480 are sometimes made to foreign governments in need of these com- 
modities against pavment in local currency, especiallv wben they do not 
possess a large supply of dollar exchange In these sales, the United 
States becomes the owner of the local currency so acquired and can 
spend it for a v'arietv of legally authorized purposes 

Under the Marshall Plan tvpe of financing, except for the 5 to 10 
per cent of the counterpart funds reserved for the United States govern- 
ment, the counterpart funds do not change national ownership Under 
Section 402 of the Mutual Security Act and the Public Law 480 t}'pe 
of financing, United States government holdings or supply of foreign 
currencies is increased 

Off-shore purchases Often, under foreign grant, aid and militaiy 
assistance programs, the foreign recipient of the aid males what are 
known as “off-shore purchases,” that is, the dollars acquired are used to 
buy goods in some third country Thus a grant of military aid to Turkey 
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might be us^d, in part, by that counhy to buy uniforms in France. In 
this case, a part of the dollar CTedit set aside for Turkey in a United 
States bank would be used to purchase French francs to pay for the 
uniforms. Obviously, such a transaction would increase France’s holdings 
of dollars and increase United Stales demand for French francs.^ 

Tied loans Official United States loans made by the Export-Import 
Bank of Washington are known as “tied loans;” that is, the proceeds 
of these loans must be used to buy goods in the United States and 
cannot be employed to purchase goods in third countries. Loans made 
by some othei official United Slates agencies are not always tied and 
may be spent where the borrower desires International financial trans- 
actions resulting from these loans and their effects upon the demand 
for, and supply of, dollars and other currencies depend upon the types 
of transactions involved and the uses to which the proceeds of these 
loans are put. 

Financing International Capital Movements 

Bills used to finance the export and import of merchandise, since 
they are frequently accompanied by various documents, are known as 
“documentary bills." Bills used to carry out financial transactions or 
capital movements, which are not accompanied by any documents, and 
any other non-documentary bills aie kno^vn as “clean bills." 

Portfoho investmenis abroad. Let us suppose that an American 
investor desires to purchase some common stock or bonds of a British 
firm. He sends his order to a British stockbroker to buy the securities 
at an indicated price on the London Slock Exchange. The British broker 
purchases them for a total price of, say, £1(X),000. The American investor 
can pay for the stock in one of several ways. 

After the purchase of the stock the British broker can draw on the 
American purchaser at sight, or 30, 60, 90 days after sight or on what- 
ever other terms of payment that have been agreed upon. On the other 
hand, the transaction can be financed through the use of a letter o 


3 This off-shore purchase can be handled in two ways on Ae 
balance of payments. When the transaction is consummated, the unitM a 
government can debit unilateral transfers and credit the appropriate shOT- 
capital account for the amount of the transaction. On the other hard, this 
can be shown as an import of merchandise— a debit to the merchandise accoun 
the Uniforms are purchas^ in France and as a tredit to the appropnate * ° ' 
capital account n-hen they are paid When the uroforrrs are ship^d by V , 
Turkey, the transaction can be treated as a United States export ^nd the mer 
export account can be credited and uiulat^l hansfers debited wr t ^ ^ 

involved The Department of Commerce employs this second method of po s 
transaction to the balance of paymeots aecwiiits. 
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credit similar to an American merchandise import from Britain. If the 
British broker had any doubts about the financial standing of the Ameri- 
can purchaser, he would be likely to employ letter of credit financing. 

The American securities purchaser might pay for the securities in 
stiU another way. When he receives the bill from the British stockbroker 
for the cost of the securities, he can buy a draft from an American bank, 
drawn on its branch or correspondent bank in London, for the ^100, 000 
involved in the transaction plus all associated costs. 

In any event, the purchase of British securities by an American resi- 
dent creates an American demand for British pounds and serves either 
to decrease United States holdings of pounds or to increase British hold- 
ings or dollars, depending upon the manneT in which the transaction is 
ultimately settled. 

A British purchase of American securities can be similarly financed. 
In this case, the American broker can draw on the British security pur- 
chaser fox th^ total amount of the transaction; the British purchaser can 
finance it by the use of a letter of credit, or he can pay for it by forrvard- 
ing a draft drawn by a British bank on its deposits of dollars in an 
American branch or correspondent bank. Such a purchase creates a 
British demand for United States dollars and decreases British holdings 
of dollars or Amencan holdings of British pounds, as the circumstances 
of settlement determine. Often purchasers of foreign securities protect 
themselves against fluctuations in the rate of exchange by the sale of 
forward exchange to be debvered when the foreign security is expected 
to be sold. 

The purchase of securibes as outlined above, if it involves the owner- 
ship of less than 25 per cent of the voting stock of the corporation, is 
termed a portfolio investment, in the nomenclature employed by the 
Department of Commerce If more than 25 per cent of the stock is owned, 
the stockholder is deemed to have a managerial interest m the corpora- 
tion and the investment is termed a direct investment. It should be noted 
that any form of stock owmership or agreement which gives a United 
States resident a substantial voice lo the management of a foreign con- 
cern IS termed a direct investment 

Direct investments There are many direct investments made by 
Americans in foreign corporations and by foreign companies and residents 
in American firms. The methods used in financing these transactions 
depend upon the t>’pe and nature of the investment To illustrate one 
form of direct investment made bv Amencan business firms abroad, 
assume that an American automobile manufacturer decides to establish 
an assembly plant in the United Kmgdom Such an investment might be 
made for a vanet>’ of reasons automobile parts may pay a lower rate 
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of tariff duty than assembled cars; savings in transportation might be 
effectuated, the assembly plant could better serve the European markets 
and its products could be advertised as British-made. 

The assembly plant is incorporated, or established as a limited 
liability company under British law, which means, as far as the United 
States IS concerned, that the subsidiary is a British “resident.” The sub- 
sidiary is capitalized, say at £5 million, and most of the stock is sub- 
scribed and paid for by the American parent company. Payment for the- 
capital stock can be made in one of se\'eral ways. Assume that half of 
it is paid for in pounds, deposited to the account of the subsidiary in a 
British bank, and the other half in dollars deposited by the parent cor- 
poration to the credit of its subsidiary in a New York bank. 

The parent company would have to purchase the pounds sterling 
on the open market or from a bank, and this transaction would increase 
the demand for pounds, decrease the United States supply of pounds, if 
bought here, or if the pounds uere purchased from a British bank or 
dealer, increase England’s supply of dollars. The deposit of the dollars 
in an American bank to the credit of the English assembly plant would 
increase Britain's holdings of dollars, since title to them would have 
passed from an American resident to a resident of Bntain, the automo- 
bile assembly plant 

The subsidiary purchases land from a British resident and contracts 
with a British builder to construct the plant, both for a stated value In 
pounds Both of these transactions, since they took place in England 
between British residents, were domestic transactions and involved no 
international financing 

The American parent next ships some of its equipment, machines 
and tools to the British subsidiary which also orders additional machinery 
from other American suppliers These items are paid for by checks drawn 
by the British subsidiary on its account in New York in dollars. These 
transactions increase Britain’s demand for dollars and, when paid, 
decrease their supply of dollars As the American automobile company 
sends parts to its British subsidiary to be assembled, they are paid for 
by checks drawn on the New York account with similar Internationa 
financial effects. 

U'hen the New York bank account is drawn do^vn, how does the 
British subsidiary replenish it’ The simplest method it can use is to bu} 
dollars against pounds from a British or American dealer or bank an 
build up its New York deposit balance by the deposit of the procee s 
of these transactions Its sterling account at its Bntish bank is replenis e 
by the sale of finished automobiles against pounds sterling. 
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Financing Iniernationa! Transactions— Other Aspects 

International capital transactions indude many types of financing 
which are not associated Tvith the trade in goods and services, unilateral 
transfers, portfolio and direct investments. For one thing, banks must 
replenish their deposits abroad of foreign currenej’ when they become 
drawn doTvn, and dealers must reconstitute their supplies of foreign 
exchange when they become depleted They can do this in a number 
of ways. They can buy bills of exchange denominated in the required 
foreign moneys; they can create foreign currency deposits in overseas 
banks by buying currencies against dollars from them; they can borrow 
foreign money, or they can sell their holdings of foreign or American 
securities against other currencies. 

Short-term harrowing. Although borrowing may be done through 
the usual promissory note procedures, the bill of exchange affords a con- 
venient method of raising money for short periods. A New York bank 
desirous of borro%ving French francs can draw a bill in francs on its 
French bank or correspondent bank for 30, 60, 90 or 120 days after sight 
When the French bank accepts the bill and gives it a date, the bill can 
be sold on the Pans market for its franc face value less the discount. 
The New York bank thus has the market value of the draft for its use 
and need not pay it until matunt)' 

Bankers and financial dealers are keenly aw’are of differentials in 
the market rates of interest. Thus the market rate of interest for a given 
type of bill or note might be 4 per cent m New York and 5 per cent in 
Belgium It would pa)' individuals and financial institutions which had 
disposable funds for loans of this type to lend them in Belgium rather 
than in the United States. In addition, a profit could be realized by 
borrowng funds in the United States at 4 per cent and lending them in 
Belgium at 5 per cent. Such a lending transaction could be financed, foi 
short penods of time, by the use of a bill as outlined above, or through 
the regular promissor)’ note procedure. The differential in the rates of 
interest must, of course, be sufficiently large to compensate for the risks 
involved and the costs, and exchange regulations must be sufficiently 
flexible to permit such t)-pes of transactions In transactions of this ty’pe, 
where he is responsible fo’- »he paxment of foreign funds at some time 
in the future, the borrower generally protects himself by the purchase 
of forward exchange to avoid losses which might arise from exchange 
rate fluctuations during the hfe of the transaction. The interest rate 
differential has to be sufficiently large to compensate for the cost of 
the forward exchange 

Short-term capital transactions are also employed for speculative 
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undertakings, to anticipate a rise or fall in the exchange rate, to engage 
in exchange arbitrage arising from differentials between two or more 
rates of exchange, as well as to speculate in commodities against varia- 
tions in prices on the several markets. 

Open accounts and indents. Some international transactions, where 
the buyer and seller are well known to each other, are financed by book 
or open account procedures like many American domestic transactions. 
Thus the exporter debits the book account of the importer for the value 
of the merchandise ordered and periodically sends a statement of account 
to the importer who has agreed to remit at specified periods. Remittance 
can be made in a variety of ways, often by bank draft. 

A specialized import-export procedure is employed by many former 
British possessions in the Far East and Australasia and is knoxvn as the 
indent The indent is an order by' an importer on an exporter to supply 
certain goods at stipulated prices and delivery dat^s. When accepted by 
the exporter it is a valid contract for the delivery of the goods under the 
specified conditions When the goods are shipped by the exporter, they 
are paid for usually by letter of credit or bill of exchange methods. A 
form of indent procedure w’as widely employed by several British colonies 
during World ^Var II for the purchase of materials procured under 
Lend-Lease 

Role of short-term capital accounts Where foreign exchange markets 
are free from controls, they provide flexible methods of financing all 
types of international transactions This chapter has sketched a few of 
the principal methods employed in modern international trade, but it is 
far from constituting a compendium of the subject Foreign financing 
usually is carried out through international checking or deposit accounts 
lecorded in short-term capital accounts, both United States and foreign, 
which are shown on balances of payments. 

^\'hen the United States is running a surplus on its balance of pay* 
ments, its assets, holdings of foreign currencies (balances on its short- 
term capital accounts) increase and are indicated by debits, foreign 
holdings— liabilities— of United States dollars or deposits in this country 
lend to decrease and are also indicated by debits. Deficits on its balance 
of payments have the opposite effects and are characterized by decreases 
m United States holdings— assets— of foreign currencies or its ba ances 
abroad and by increases in foreign holdings— liabilities— of dollars or 
balances in United States banks Both are shown by credits 

In connection with the folIo\«ng chapter on rates of exchange, i i 
important to bear in mind that the financing of international transac lO 
inx'olves increases or decreases in the demand for, and supply o , 
currencies and U. S dollars Generally speaking. United States payme 
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abroad mean an. increase in its demand for foreign currencies, decreased 
supplies of these currencies, and an increased foreign supply of dollars. 
Conversely, United States receipts frran abroad mean an increased foreign 
demand for dollars, increases m its supply of foreign currencies, and a 
decreased foreign supply of dollars. Fluctuations of demand and supply 
in the marlcet for currencies is one of the principal determinants of the 
mo%’ement of exchange rates. This sub)ect js explored in the next chapter. 


QUESTIONS AND PROBLEMS 

1 If a Brazilian importer offers to pay in onizeiros at the current rate of 
exchange, nineU da\ s after sight, for U S exports to him and the offer is 
accepted, nhat steps should the American exporter take to protect hunself 
against exchange rate fiuctuations^ 

RxpJajn the populanty of the letter of credit ns a means of financing 
exports and imports of merchandise 

3 W'hen an American exporter sells goods abroad, he is subject to certain 
risks Explain what these risks are and show how some of them can be 
reduced by appropnate methods of fin-nncing 

4. Explain some large Amencan b.anks maintain correspondents and 
branches abroad 

5 If funds amounting to $100,000 .ire imested in United States industnal 
bonds pa\nng 4 per cent and an opportunity arises to mvest this sum in 
the bonds of a French mdustrul enterprise pa>ing 5?* per cent, hoiv could 
the investor go about liquidating his United States investment, buying 
and paving for these French bonds’ What nsks are involved’ How can the 
mv estor h^ge against some of them’ 

6 In 1938, when the United Stales ran a substantial deficit on its balance 
of pavraents U S exporters were advised to sell more merchandise abroad 
If the) had been successful in increasing exports of goods, what would 
has e been the effects upon U S holdings of foreign currencies and foreign 
holdings of U S currency’ Explain the mechanism by which these hold- 
ings w ould hjv e been increased or decreased 

7 An Italian importer desires to buv $59,000 worth of U S products 
Inquir) indicates that he is considered a good credit nsk but “slow pay ” 
To introduce tnese products m Itajv, the U S exporter desires to sell him 
the goods How should the exporter arrange for the importer to pay for 
the transaction’ 

S List reasons whv the United States i« willing to accept local currency, 
instead of tloll.irs for its official exports of certain acncultural products 
To what uses c.in the United States government put these local currenev 
funds’ 

9 Under wh.vt iircumstances would goods ordinanlv be exported to a 
Japanese importer on open, or book, account’ 

10 .An American tounst in Pans desires to buv some antique furniture in that 
city, but the puixhasc pric-e exceeds the amount of money which he is 
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carrying in traveller’s checks. The traveller has sufficient funds in his local 
bank in the United States to pay for the purchase, but his local bank has 
no correspondents in France. Tlie French dealer states that he will take 
either French francs or dollars but will not accept a personal check. In 
what ways can the tourist arrange to pay for the antiques? 

For bibliography see end of chapter 9. 
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Financing International Transactions: 
The Rate ofjxchange 


"In spe.iVing of the exchange and the comparative value of money 
in diSerent countries, we must not in the least refer to the value of money 
estimated in commodities, in either counlr>'. The exchange is never 
ascertained bi estimating the comparative value of money in com, cloth, 
or any commodity wluteier, but by estimating the I’olue of the currency 
of one country, in the currency of another.”* 

In these incisne words, Dand Ricardo described the basis of 
exchange rate delenninatton Tlie rate of exchange is the value, as 
Ricardo says, of the currency of one country in terms of that of another. 
This definition immediately suggests two inferences. There are as many 
rates of exchange for a nation's currency as there are countries which 
trade \x ith it in their oxxti currency, aod the rate of exchange is a price— 
tile price of one currency in terms of another. 

Thus we have a dollar-pound, franc-dollar, cruzeiro-dollar, peseta- 
doUar, Isra-dolUr and other rates of exchange The rate of exchange is 
also a pnee For Americans it is the price of dollars in terms of pounds, 
francs, cruzeiros, pesetas, bras or any other currenc)’, or the prices of 
these currencies in terms of dollars, depending upon the way the 
exchange is quoted In a capitalist economy, price is of great importance 
because it is one of the basic deleiminants of the way resources are 
allocated and of the manner in xxbich the economy operates Some prices 
are of more importance than others, and the rate of exchange is a 
fundamental price for all economies which trade overseas. 

The pnee of all merchandise and services overseas is the resultant 
of two factors, the price of the item itself and the rate of exchange. 

' flicardn. D.iMtl. Frinaplei of Foiatcal Economy and Taxation Edited, with 
!ntToduclr>r> Eis.iy, Kotes and Appendices by EC.K Cormer London, 1891, p 128 
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Thus, if a given type of British tweed sells for one pound per yard, it 
would cost an American importer $2.80 a yard if the rate of exchange 
were $2 80, $2 82 if the rate were $2.82, $2.78 if the rate of exchange 
were $2 78. As the rate of exchange of a given country rises, its exports 
become more expensive and its imports cheaper. As it falls, its exports 
become cheaper and its imports dearer. The level and the movement of 
rales of exchange, therefore, directly affect the costs of all exports and 
imports of goods and services, unilateral transfers and capital. 

Foreign Exchange Under the Gold Standard 

Present exchange systems take their roots in the gold coin standards 
and are modifications or developments of these older systems. For this 
reason, although the gold com standard no longer prevails, it will be 
helpful to start the discussion of exchange rates by seeing how they were 
determined under this standard Also, in this way, the subject can be 
placed into its historical perspective. 

The mint par of exchange Pure gold is a commodity, homogeneous 
in all times and places The standard exchange rate under the gold com 
standard is found by comparing the amount of fine gold in the monetary 
unit of one country wjth that of another. Thus if the monetary unit of 
country A contains five times as much fine gold as that of country B, the 
standard rale of exchange is 5 units of country B's money equal one unit 
of country A’s, or one unit of country Bs currency is equal to 020 units 
of country A’s This standard rate is called the "mint par of exchange. 

Before World War I England and the United States were each on 
a form of the gold coin standard The former Enghsh gold pound or 
sovereign { so-called because it had the image of a British sovereign on 
one side) contained 123 274 grains of gold, 11/12, or 22 carat, fine 
was equal to 113 003 grains of fine, or pure, gold. The former United 
Slates gold dollar contained 25 8 grains of gold, 9/10 fine, or 23 22 grains 
of fine gold Since the pound contained 4 8665-4- times as much fine gol 
as the dollar, the par of exchange between the pound and the dollar was 
quoted as one pound equals $4 8665+ The par and the rate of poun - 

xoany dollars. It svou 

be possible to quote this par of exchange by saying that one ^ 
equals 0 20556 pounds, but custom has established the practice the ot er 
way around 

The pre-\Vorld \Var I pars of exchange between France, Be gium 
and S\vitzerland and the United Slates were, francs 5 1625 equale 
dollar or one French, Belgian or Swiss franc equaled 1935 mt 
States cents In Germany, the reichsmark par of exchange was genera 
quoted in terms of the dollar value of four reichsmarks or four reic 
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marks equaled 95.25 United Slates cents, although the rate for a single 
mark, 23,81 United States cents, was sometimes used. 

The actual or market rate of exchange which prevailed between any 
two countries on the gold standard did not always correspond exactly 
to the par. The rate of exchange differs from (he par in that the rate is 
determined, not by relative amounts of gold in the respective monetary 
units, but by the demand for, and the supply of, means of payment, i e, 
bills, bank drafts and sometimes the currency itself. Shifts in the rela- 
tive demand and supply for means of payment brought the actual rate 
of exchange to fluctuate above and below par. The rate between two 
countries could change several limes a day or even several times an hour 
m penods of active trading. 

The gold points. The rate of exchange could never deviate very 
much from the par of exchange because under the old gold coin standards 
people could obtain gold from a central or commercial bank on demand 
in exchange for any other ty'pe of national currency If the rate of dollar- 
pound exchange rose by an amount which exceeded the cost of shipping 
gold, an American importer from England could obtain gold from his 
bank or from the Treasury and ship it to England to satisfy his debt 
instead of paying by draft or bill, and it would be cheaper to do so. 
Conversely, if the rate of sterling exchange fell below par by an amount 
exceeding the cost of shipping gold, an American who Jftd pounds due 
him from a Bntish resident could ask the resident to ship him gold 
which would net him more after paying the shipping costs, than the sale 
of a bill or draft. 

At the time of the gold com standard (he cost of shipping gold 
between England and the United Spates amounted to about two cents 
per pound sterling This cost included the ocean freight of the shipment, 
insurance, packing, loss cf interest while the shipment was on the water 
and loss by abrasion.* These costs were not fixed, of course, but varied 
from time to time and from country to country. The dollar-pound gold 
export point Ax-as about $4 87 plus two cents, and an exporter would not 

'lai} TT/uit *A/jiTj h V/A tn Aii/h m ’ne wdA 

ship gold at that price The holder of pounds xvould not sell them for 
any less than S4 S7 minus two cents, because he could purchase a gold 
sovereign in England and bring it back to the United States for a cost 


-In inlemational trade m cold. Ae shipper u only gfven credit for the actual 
w-eiRlU of the fine Rold receised recardless of die official seals or signs on the com or 
bullion certif>ing its laliie or weijdil No matter how carefully paelced, gold loses 
v>me vseighl b> abraston during shipmeot Thus if a ten dollar gold piece which 
neiRhed at the mint 258 grams. 9 10 fine, weifdied but 257 grains when it arrived, 
the shipper uoiild be ipien credit for 257 grams of gold 9/10 fine 
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of hvo cents. This gold "import point constituted an effective floor below 
which the pound-doUar rate of exchange could not fall. Similar gold 
points existed for the exchange of all countries on a gold standard at 
that time. 

The price-specie-flow mechanism. When the rate of pound-dollar 
exchange reached the United States gold import point, gold tended to 
flow out of England into the United States and when it fell to the gold 
export point, it tended to flow bach into England from the United States. 
\\Tiat, one may ask, was to prevent a severe and persistent British balance 
of payments deficit from draining England of all her gold? And what 
would prevent a prolonged British balance of paxTnents surplus from 
pouring gold into England at the expense of her trading partners? The 
answer to these questions was provided in 1752 by the Scottish philoso- 
pher, David Hume, and the term, "price-specie-flow mechanism” has 
been given to Hume’s explanation.* 

The following example illustrates the operation of this mechanism 
Suppose country A trades largely with country B. A consistently has a 
surplus on its balance of pa>'menls with B The currency of A rises to 
the gold importing point, B’s currency drops to the gold exporting point. 
Cold flows into A from B As a result, there is more gold in circulation 
and m bank reserves in A and less in B If all resources were employed 
and output of goods remained constant in A, the influx of gold and the 
increase in bank credit would cause prices to rise in that country. In B 
(again assuming constant resource utilization and goods output) the 
outflow of gold would cause a decbne in money in circulation and bank 
credit, and prices would fall. 

Exporters in A now find B a poor customer for A’s high-priced goods 
and services But A, with its high prices, is now a good market for 
imports from B where prices are lower. A no longer has a balance of 
payments surplus with B, and B no longer has a deficit with A. Equi- 
librium has been restored, at least temporarily, in the balances of pay- 
ments of both countries. Should B build up a balance of payments 
surplus vis-a-vis A, this same pnce-specie-flow mechanism will again 
operate to restore equilibrium. This mechanism, which is based upon 
a bigblry snmpbfied concept c^ the qpQarftity tVieoiy nvowey, 'S held to 
restore automatically balance of payments equilibria. 

Automatic distribution of the gold supply and the international letel 
of prices David Ricardo, the author cited in the opening paragraph o 
this chapter, developed two theories from the reasoning underlying t is 

V Hunie. Dancl, "Of the Balance of Trade." in his Polilical Diicourses (175^. 
as quoted in htonroe, A E., Earli/ Economic Thought, Cambridge, ^fass , 19- . P 



Ch. 9l fINANCING INTERNATIONAl TRANSACTIONS- THE RATE OF EXCHANGE 145 

mechanism.* One of his theories is called the automatic distribution of 
the worlds gold supply and the other the international level of prices. 

Gold flowing in and out of nations, in response to balance of pay- 
ments disequilibria and price movements, tends to distribute itself auto- 
matically among the nations of the world. No government intervention, 
no special regulations or controls are needed to guarantee this distribu- 
tion. Each nation obtains the gold it needs, or rather the gold which it 
justifies, according to its price level and rate of exchange. There is also 
a tendency for prices in all nations, through the operation of this mechan- 
ism, to seek uniform levels and thus create a world level of prices. Prices 
move up and down in each nation in accordance wth the operation of 
the mechanism, until they tend toward uniformity in all places. 

Like many of the theories of the Classical School, the price-spede- 
fiow mechanism, the automatic distribution of the world’s gold supply 
and the tendency toward an intematiopal level of prices present a 
simplified and somewhat unrealistic picture of man's economic life and 
the way it functions. In practice, gold inflows may fail to enter into circu- 
lation, and gold in the reserves of centra! banks is not always followed 
by an expansion in bank credit. Its inflationary impact might be checked 
by increasing reserve requirements, discount rates, qualitative controls. 
And, as already noted, countries have not always played the gold stan- 
dard game 

In addition, all pnces are not subject to international leveling, they 
must be traded internationally for this to happen. The pnce of hair cuts 
in Pans may be low, while those in New York may be high but, since 
they are not internationally traded, they w-dl not attain an international 
level Further, the prices of goods which are not uniform cannot well 
be leveled. A Pansian haute couture dress, made to order and individually 
styled, might cost $1295 m an exclusive Parisian atiher, while a lady 
may he able to purchase a presentable dress for S12.95 at one of the 
chain store dress shops in the United States. The pnces of these two 
dresses will not be intemahoDally equalized, because they are not the 
same thing 

Man-made controls and regulations also serve to hold these tenden- 
cies in check Controls ov'er exports, imports and foreign exchange are 
used to prevent goods, services and capital from moving freely in inter- 
national trade. Thus a balance of pavments with a tendency to get out 
of equilibrium ina\ be arbfically balanced by the use of controls and 
gold flow s, as a consequence, can be checked. 

Nevertheless, although these theories have been modified and are 


Ricardo. C>;> cil , pp 117 ff 
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of limited application, they are still useful. They indicate tendencies 
in our international economy, not always active, but always latent. Ihey 
are also useful tools of economic analysis and are frequently helpful ic 
resohing problems of economic policy and for forecasting the possible 
results of different international actions. 

Determination of the rate of exchange. Under the gold standard the 
rate of exchange is the price of one currency in terms of another. This 
rate fiuctuates around the mmt par and is limited in its movements by 
the gold points. It is a somewhat special type of price. The actual rate 
IS determined by demand and supply factors for the currency in question 
where trading in foreign exchange is free of restrictions. In the United 
States for example demand for the English pound sterling comes from 
those who have payments to make in pounds. When Americans purchase 
pounds to make these payments, they satisfy demand and either reduce 
our supply of pounds {if purchased m the United States) or increase 
England’s supply of dollars (if the pounds were bought in England) 

To illustrate the determination of the rate of exchange on free 
exchange markets at any given moment assume that United States 
demand and supply for pounds stood as indicated in Table 9.1. 


TABLE 9 i 


United States Demand and Supply— English Pounds 


Rate of Exchange 

Number of Pounds Demanded 

Number of Pounds SuppW 

4 88 

500 

1500 

4.87 

750 

1250 

4.86 

1000 

1000 

4 8'; 

1259 

750 

484 

1500 

500 


Using the demand and supply schedules from Table 9 1, Chart IX 
indicates how the equilibrium rate of exchange is determined. Under toe 
assumed demand and supply schedules, the rate would be $-1 86, an 
this rate would clear the market In active trading during any 
day the rate may change from time to time and different rates succee 
one another 


Elements Involved In Exchange Rate Determination 

The rate of exchange is determined by the forces of demand an 
supply on free exchange markets as is the case ivith other competitnO 
established prices There are, howex'er, certain particular features o ^ 
demand and supply for foreign exchange, the markets on sshtc ' 
traded and the mechanism by which the rates are set. 



C>1. 9] FINANCINO JNTEBNATIONAl TBANSAaJONS- THE RATE OF EXCHANGE T<7 
CHART DCl 

DnEBMiNA-noN OT THE Rate of Excbasce Oh a Free Marset 

T inp DD r^resents demand for pcwnds, hue SS, supply. At intersection point e 
there is a parbal equihbnuin and amounts demanded and supplied are equal. The rale 
of eschar-je for pounds is therefore $4.88, and 1000 poun^ will exchange at this 
price. At a higher price, e g. $4.87, • ujeis demand fewer pounds (750) than suppliers 
oSer (1250). Bidding by buyers and sellers will force this price down. At a lower 
price, e.g. $4.85, buyers demand more pounds (1250) than suppbers oSer (750). 
Bidding will force this price up to the point (e) where demand and supply are equal 


RATE 

OF 

EXCHANGE 


500 T50 tOOO 1250 «500 

HUMBER OF POUNDS DEMANDED AND SUPPLIED 

Derived and camposite demand and supply. Hie demand and 
supply for foreign exchange are derived except where it is bought and 
sold for itself as with speculation (where ft is used as a source of 
expected profit) and with banks and dealers who buy it from, and sell 
it to, others. The demand schedule for it, is derived from those of the 
goods which are purchased with it. An American importer of Bntish 
tweed desijes sterling exchange to pay for diese purchases and his 
demand for this exchange is denved from his demand for tweed. The 
supply is hkewise derived from the sale of goods to foreign purchasers. 
If a British importer buys some fractional horsepower motors from a 
United States exporter and buj-s dollars to pay for the transactinn, the 
ensuing supply of pounds is deris’ed from the proceeds of the sale of 
the motors. The demand and suj^ly of any foreign currencj' thus takes 
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on the characteristics of those of the goods which it was used to pur- 
chase and sell. 

It is relatively easy to determine the nature of the demand and 
supply for foreign exchange for countries having but few exports and 
imports. In the case of a nation like the United States, with a Avide 
variety of international transactions, foreign exchange demand and 
supply are an aggregate of many items of diverse characteristics and 
are difficult to estimate. 

The demand and supply for foreign exchange are also composite 
because they are made up of those for many different products and 
services. Exporters of a wide variety of goods give rise to a supply of 
foreign exchange which is a composite of many sources. Importers of 
many different kinds of aitic^es demand foreign exchange and demand 
is thus a composite of that for a wide variety of goods. 

Elasticity of demand for foreign exchange. Buyers of foreign ex- 
change are responsive to movements in its rate. If the rate increases 
or decreases, they will alter the number of units of foreign exchange 
demanded. Economists employ the concept elasticity to describe the 
liature of these demand conditions. The elasticity of demand for foMiga 
exchange reflects the responsiveness of buyers to a change in its price 
(the rate of exchange).® If purchasers are highly responsive to a given 
change in price, demand is said to be elastic over this price range. If 
they are only slightly responsive, demand is inelastic. 

The degree to which buyers are influenced by a movement in price 
is reflected in the demand function and can be classified under one of 
three possibilities: elastic demand, unitary elasticity and inelastic 
demand One method of determining the type of elasticity is by com- 
paring the percentage change in quantity demanded with the percentage 
change in price. Specifically; 

a) if the percentage change in quantity demanded exceeds the 
percentage change in price, demand is elastic; 

b) if the percentage change in quantity demanded equals the per- 
centage change in price, unitary elasticity exists; and 

c) if the percentage change in quantity demanded is less than the 
percentage change in price, demand is inelastic.^ 

5 It should be noted th.it elasticity of demand men'ures the slope nf o 
demand function It should not be confused with cIianEC'' m dem.ind « here the en 
demand function shifts 

e A similar way of determining elisticity iv «ith the formula 
Ela,t.c.ly of demand = f’erceWag- ■" demanded 

Percentace chance in pnee 

If the numencal value for elasticity exceeds one, deni.ind is elastic, ii >t equ 
demand elasticity is unitary and if it is less than one. demand is Ine as ic. 
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These concepts may be made mwe meaningful by the use of an 
example. Assume that the rate of exchange \nth Great Britain is $2.SQ, 
and at this rate buyers purchase £1,000. A 10 per cent decrease in the 
price of sterling occurs and the rate declines to $2.52. The extent to 
which domestic buyers respond to this price decline determines the 
elasticit)’ of their demand. 

o) If the number of pounds demanded at the new rate is 1,200, 
demand is elastic over this price range because the quantity demanded 
has increased by 20 per cent while price changed only 10 per cent; 

h) If the quantity demanded also increased by 10 per cent (to 
1,100), the elasticity is unitary; 

c) If the quantjt)» demanded increased fay only 5 per cent (to 1,050) 
the relative change in quantit)’ demanded is less than that of pnce and 
the demand is inelastic. 

The elasdcit)' of demand for foreign exchange can also be deter- 
mined by noting the amount of payments which accrued as a result of a 
change in the rate of exchange. If demand is clastic, the payments are 
inversely related to the change in the rate of exchange. That is, if the 
rate of exchange declines, total payments increase, if the rate increases, 
they decrease. If unitary elasticity of demand prevails, the payments will 
not change regardless of movements in the rate of exchange If demand 
is inelastic, payments uill be directly related to the rate of exchange; if 
the fate increases, they increase, if the rate decreases, payments also 
decrease. 

Elasticity of market supply of foreign exchange The elasticity of 
the supply of foreign exchange is closely related to the time period 
involved. The market supply of foreign exchange represents that on 
hand or available for immediate sale by exchange dealers. The elasticity 
of supply of foreign exchange measures the responsiveness of sellers to 
changes in the rate of exchange. If sellers are highly responsii’e to these 
changes, supply is elastic over the relcx’anl range Supply' is inelastic if 
the amount offered is not greatly affected by a movement in the rate 
of exchange.^ 

The ty’pe of elasticity of supply can be determined by comparing 
the relative change in amounts supplied with the relative change in 
price. Specifically. 

a) if the percentage change in quantity supplied exceeds the per- 
centage change in price, supply is elastic, 

’’ UnUke elastjaty of demand, eiasiioty of supply cannot be detennined by com- 
panns pajments with the diange in pnce because total pa>-ments and the rate 
of exchange are directly related in most instances. 
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b) if the percentage change in quantity supplied equals the per- 
centage changfe in price, unitary elashcity exists; and 

c) if the percentage change in quantity supplied is less than the 
percentage change in price, supply is inelastic. 

Assume, for example, that the United Kingdom rate of exchange is 
$2.80 and at this rate exchange dealers are willing to sell £1,000. If 
there is a 10 per cent increase in the dollar price of pounds the rate will 
be $3 08. 

o) When the quantity of fot«gn exchange abo increases by 10 per 
cent (to £1,100), the supply elasticity is unitary because the relative 
change in quantity offered equals the relative change in price. 

h) If dealers offered more than 1,100 units, supply would be elastic 
because the relative change in quantity supplied exceeds the relative 
change in price. 

c) Supply would be inelastic where dealers offered any amount less 
than 1,100 units at the new rate. In this case, the percentage change in 
quantity available for sale would be less than the percentage change 
in prices. 

Various rates of exchange Hiere is not one, but rather there are 
several rates for each country at each moment. This arises from the 
foreign exchange market practices of providing a “spot** rate for cable 
transfers and of deducting from this rate the interest or discount appb^ 
able to bills having a certain ^lenod of time to run If the spot rate on 
pounds were $2.80, and the rate of mterest for this type of hill 6 per 
cent per annum, a thirty-day bill rate could be quoted as $2 80 minus 
one-half of one per cent (representing thirty days interest at 6 per cent) 
or $2,786. At the same rate of interest the sixty-day hill rate would be 
$2,772 and the ninety-day bill rate $2,758. Under this practice, the highw 
the rate of mterest or discount, the lower the time, or ^ong,'’ hills 
price or rate of exchange. 

In the case of forward exchange (where exchange is purchased or 
sold for future dehvery) the rate might be lower or higher by the 
amount the bank or dealer subtracts or adds to the spot rate. This amount 
is determined by interest rates, the premium for the risk involved, the 
fee for the service and the demand and svippfy cf exchange for future 
delivery. These forward rates are determined under competitive condi- 
tions by the banks and dealers offering this service. . 

The rate of interest or discount applied to a bill of exchange depen 
upon thte interest rate level and structure of the country or monej 
market where the transaction takes place, and it varies o\er time wt 
the movement of other rates. There is no single rate of interest app 
to bills of exchange. The financial standing and reputation of the drawer, 
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acceptor and endorser of the bill are of importance. The higher their 
financial standing, the Icnver the rate of discount applied This partially 
accounts for the wide use of the letter of credit which carries a bank’s 
acceptance and is therefore discountable at a relatively low rate. 

Arfcifrcge find cross rates On free exchange markets there is a rela- 
tionship among the rates of all countries. This relationship, known as 
cross rates, is maintained by arbitrage transactions. The par of the 
Belgian franc is two United States cents, that of the Mexican peso, eight 
cents and the Belgian franc-^^ex^can peso par is one Mexican peso equals 
four Belgian francs. Using these pars, when an American buys Belgian 
francs with $1000, he obtains 50,000 of them. If he used these Belgian 
francs to buy Mexican pesos he would get 12,500 pesos. Now were he 
to exchange these 12,500 pesos for dollars, he would obtain $1000 for 
them, the exact amount which he started with, neglecting the costs of 
the transactions. These pars represent orderly cross rates and there 
would be no profit in buying the currency of any one country mentioned 
Tvith tha.t of another and selling it in the third market. 

Assume that the Belgian franc-Mexican peso rate changed and that 
the peso is worth now five Belgian francs while the other rates remain 
the same. An American arbitragist, or a person who buys foreign ex- 
change in one center hoping to sell it at a profit in another, could buy 

12.500 Mexican pesos Nvith $1000 With these pesos he could purchase 

62.500 Belgian francs and with these francs acquire $1,250. He would 
have made $250 by these transacbons, leaving out of account the costs 
of making them. This profit was possible because the rates of exchange 
were disorderly. These disorderly cross rates would not last for long 
because arbitragists would buy Mexican pesos and use them to purchase 
Belgian francs. This increase in the demand for the Belgian francs in 
terms of Kfexican pesos, would force the hfexican peso-Belgian franc 
exchange rate back into line and the rates vv'ould become orderly again 
The transactions sketched above are known as three point arbitrage, 
because three financial centers are involved. 

Tu,o point arbitrage keeps the rates of exchange between any Uvo 
financial centers in hne. Assume that the pound was selling for $? S'' in 
New York and $2 83 in London. An American arbitragist could buy 
£1000 in Nerv York for $2,800 and sell them in London for $2,850, making 
$50 on the transaction, exclusive of the costs These disorderly rates would 
not last very long, for they would be dnven back into line by the pur- 
chases and sales of the arbitra^sts. 

The foreign exchange market. Unlike stock and some commodity’ 
exchanges a foreign exchange market is not an organized market or insti- 
tution with a fixed trading place, membership and written rules govern- 
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ing the conduct of members trading on it. Most of the trading is done 
in the financial, port or foreign trade citi» of the world where banks, 
dealers and brokers deal in fraeign exchange and keep in touch wnth 
one another and with centers located elsewhere throughout the world 
l\^ere free trading m foreign ex<diange is permitted the markets are 
highl>’ competitive and one can buy or sell almost any kind of foreign 
exchange and finance virtually any type of international transaction 

There is no single rate of exdiange at any given moment because the 
rates offered by different banks and dealers may vary by small amounts 
The shrewd foreign trader “shops around” before making his purchases 
and sales Dealing in foreign exchange is governed by the laws of the 
place where the market is located and by a body of unwTitten customarj’ 
practices and standards which all are obbged to follow’ if they desire 
to continue to deal on the market. 

Foreign Exchange Under Inconvertible Paper Money 

The rates of exchange for a selected group of countries using incon- 
\ertible paper money which prevailed on January 11. 1962 are shown 
on Table 9JJ. 

Floating rates of exchange From the point of view of exchange 
rates, there are two s)'stems of inconvertible money. Under one system, 
that of freely floating rates, no par of exchange is fixed or a former 
fixed par no longer applies because so much paper money has been 
issued that the old par no longer has anv relevance and the government 
makes no effort to enforce it The free or floating rate is allow’ed to seek 
its own level There have been many instances of such inconvertible 
paper money One of the most striking examples was the German mark 
which became incomertible dunng World War I and which was issued 
in such large quantities that by 1923 the mark had declined from a gold 
par of 23 81 cents to a paper mark value of about one trillion marks to 
the dollar Another t\pe, the fixed rate of exchange, is discussed in a 
subsequent section 

The purchasing pou-er parity theory One theory which seeks to 
explain exchange rate determination where it is allowed to seek its owu 
level IS kmown as the purchasing power pant)’ theory It was proba > 
first stated b\ Henr\’ Thornton id 1802, later made a part of the theoi) 
of the Classical School by Daxrd Ricardo, and restated in modem 
by Gustas Cassel in 1916“ This theory has forms- the absol’jte an 
comparative form 
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TABLE 95 

Seixcted Fohocn Exchange Rates 
{ Selling prices for b<uik transfers in the U, S. for payment abroad. ) 


fin doBan) 


Canada (Dollar) 

.9570 

England (Pound) 

2.8100 

30-day futures 

2 8035 

OO^ay futures 

2.7916 

SwTtch or security 

28099 

Australia (Pound) 

2.2480 

New Zealand fPound) 

2 8000 

South Africa (Rand) 

1.4069 

Austria (Schilling) 

.0389 

Belgium (Franc) 

.020095 

Denmark (Krone) 

.1453% 

France (Franc) 

.2041% 

Holland (Guilder) 

5777 

Italy (Lira) 

.001615 

Norway (Krone) 

.1403% 

Portugal (Escudo) 

.0352 

Sweden (Krona) 

.1935% 

Swtrerland (Franc) 

.2316% 

West Germany (Deutschemark) 

.2504% 

Latii America. 

Argentina ("Free" Peso) 

.0121 

Braal (“Free" Cruzeiro) 

.00328 

Chile (Escudo) 

(*> 

Colombia ("Free" Peso) 

.1155 

Mexico (Peso) 

.0802 

Peru (Sol) 

.0375 

Uruguay ("Free" Peso) 

.0920 

V'enezuela ("Free” Bolivar) 

.2190 

Near East. 

Iraq (Dinar) 

282 

Lebanon (Pound) 

.3335 

Fas East 

India (Rupee) 

.2107% 

Pakistan / Rupee) 

.2111% 

Hong Kong (H K Dollar) 

1762 


SfJwrc? TV'cM Street Jpurnal, January H, 1962 

Under the absolute purchasing posver paritj* theory, the rate of 
exchange is held to establish itself at a point which will equalize the 
price levels beriveen any two countnes Ihus. if prices in country A and 
B were both at 100 during ibe base period and a fe^v years later under 
the pressure of severe inSatron lhe>' had men to 200 in country A, while 
they remained at 100 jn B, A's oirrencj’ in terms of B’s would only be 
worth half as much as it was during the base period If the rate of 
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exchange between the two countries during the base period had been 
two units of A’s currency equaled one unit of B's, the rate would have 
dropped to four units of A’s currency equal one of B’s. The following 
formula, among others, is sometimes used in calculating these absolute 
purchasing power rates of exchange:* 


Index number of wholesale 
prices in one country 

Index number of whoiesaie 
prices in another country 


Rate of exchange 
in die base year 
between the two 
countries 


Purchasing 

power 

parity 

rate 


Appijinf this fonnula to the case cited m the previous paragraph, we get the 
following equations 


BASE PERIOD 


Wholesale prices in 
country A 
100 

100 

Wholesale prices in 
country B 


Rate of exchange 
base year 
X »2.00 


equals 


Purchasing 
power parity 
rate 
$2.00 


Wholesale prices In 
country A 
200 


100 

Wholesale prices in 
country B 


AFTER INFLATION 

Rate of exchange 
base year 

X $2 00 equals 


Purchasing 
power parity 
rate 
$4 00 


This theory is open to certain objections. In the first place, a nations 
international economic relations consist of much more than trade in 
commodities, and this theory only equalixes the prices of commodities. 
Too, the prices equalized must apply to goods which are standard and 
comparable between the countries Many goods of widely varying stan- 
dards are traded internationally and their pnees are not equalized 
because their precise counterpart in a foreign nation does not exist. A 
number of empirical studies have indicated that as between certain 
countries for certain specified penods the theory did not apply in 
light of the available evidence '* 

Another objection to this theory has been advanced by the Frenc 


® In this illustrative example wholesale price indices have been used, but 
indices such as the prices of exports, imports, special groups of goods, or some 
bination of them, could be utilized if more appropriate. 

•‘'C/. W'asserman, Max J , "‘The Compression of French Wholesale 
Inflation. 1919-1926.’' The Amertam Economic Review, March, 1936, pp. 6-- 
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economist, Albert Aftalion.'* Aftahon noticed that the sequence, in- 
creased mone}’ in circulation, rising prices and falling exchange rates 
tended usually to prevail. At certain hmes, hoive\’er, notabl}’ in certain 
European countries between 1921 and 1924, the sequence appeared to 
be reversed with, first, exchange rates falling followed next by rising 
prices and then by increasing amoimts of mone>’ in circulation. He felt 
that situations such as this discredited the purchasing power parity 
theory. 

Objections such as these have led partisans of the theory' to state 
it in a more acceptable form— the comparative form. Under this statement, 
the theon’ affirms a general tendenc} rather than a rigorous method of 
determining exchange rates. It asserts that where prices rise in one 
country relative to others, there is a tendency for the rate of exchange 
to fall, and where pnces fall, for the rate to increase. Stated in this way, 
there is validity’ to the theory for this tendency has been noted on many 
occasions. 

The purchasing power parity rate is a reteicc rate, relative in both 
tune and space It is relative in time to a base rate and reflects the 
changes which have occurred in the value of a currency at a Utei as 
compared with an earlier period. This rate also shows the changes in 
the value of the currency of one country in terms of that of another and 
is therefore relative in space. 

Purchasing pow er parity rates may either be estabhshed on free and 
competitive markets: la a manner similar to that illustrated on Table 9 1 
and Chart IX 1, or the purchasing power pantv pnnaple may be used 
by goiemments to establish fi-ted official pars of exchange as described 
later in this chapter On free markets, the actual rate determined by the 
play of demand and supply tends to correspond to the purchasing power 
panty rate, with the exceptions alreadv noted. Free market rates of 
exchange reflect the composite character of the commodities which 
underlie demand and supply for exchange and demand and supply curves 
take their shape from the relatixe elasticities of these two factors. 

Fixed pars of exchange Under the system of fixed pars, a rate is de- 
temuned b\ the gox eminent and enforced by peggmg operations, by 
some form of exchange control, or b\ a combination of the tvxo. The 
.A^rticles of -kgreement of the International Monetary Fund, it should be 
noted., require all members to maintain fixed rates of exchange 

Pegged rates of exchange Under the pegging operation, the govern- 
ment Exes an official par of exchange and attempts to enforce it by hav- 
ing Its central bank or a type of exchange stabilization fund enter the 

n.Aftalicm, .Albert. Xfonncie. Pm ct Change Pans RecueJ Siie>.-i927 Espe- 
cialS pp 9-96 and i5(K>49 
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market and buy its currency when the market rate falls below a desig- 
nated point and sell it when the rate rises above the stipulated high. The 
rate of exchange is thus government supported. If the official par over- 
values the currency and there is a consistent tendency for the market rate 
to fall, these pegging operations can prove quite expensive, because _the 
support of the rate may entail hravy purchases of a nation’s foreign ex- 
change and a reduction of its reserves. Conversely, where the par under- 
values the currency (which is seldom the case) the government is con- 
stantly selhng its currency against foreign exchange and its reserve hold- 
ings of foreign currency increase. 

During World War I France, aided by credits from the United States, 
pegged the franc at between six and seven francs to the dollar to main- 
tain a stable external currency while fighting the war. Pegging was aban- 
doned after the war and the rate vras allowed to float freely. The franc 
steadily declined and reached a rate of about forty to the dollar by 1927. 

In September 1949 the British government devalued the pound from 
$4 03 to $2.80 and established a new par at the latter price. Whenever the 
rate declines and approaches S2.78, the Bank of England intervenes with 
funds of the Exchange Equalization Account and supports the pound by 
purchasing it on the market. When the rate rises and approaches $2.82, 
the Bank of England sells the dollar exchange held by this Account in an 
effort to reduce the rate.'* Under this procedure the rates of $2.78 and 
$2 82 operate as a set of limiting points to exchange rate fiuctuations. 
They are reminiscent of the functions of the gold points under the gold 
standard. It should be noted that for many years after World War 11 
England relied upon exchange controls, among other things, in main- 
taining a fixed rate of exchange. 

Exchange controls The expense and difficulties associated with 
pegged exchange rates was one factor which led some governments to 
abandon this method in favor of exchange controls. In addition, exchange 
controls enable a nation to regulate the movement of all the items on its 
balance of payments whereas export and import controls permit a coun- 
try to supervise the import and export of goods and services, but not 
necessarily of unilateral transfers and capital. 

Under exchange controls the free market in foreign exchange is abol- 
ished and a monopoly of foreign exchange trading is granted to the cen- 

*-The Exchange Eqwalizition Account was established in 1932, Oiortly ai'W 
England abandoned the gold standard, to separate the foreign exchange 
reserves from the currency reserves of the Bank of England. At that time the n i 
govemiiient did not feel tliat foreign exchange constituted a suitable rescue 
centra! bank because where it is so used bank currency and credit most re y 
heavily upon balance of payments situations. 
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tral bank or some other official government financial institution. This sys- 
tem requires all exporters of goods and services and all recipients of for- 
eign exchange to turn over their foreign exchange receipts to the central 
bank and accept local currency for it at the bank's official and controlled 
buying rate. 

On the other hand, those who require foreign exchange for their im- 
ports of goods and services or for any international payment, must buy 
it from the bank at the official selling rate in exchange for local currency. 
With the official par of exchange as the center, the bank’s buying rate is 
generally a few points lower and its selling rate a few points higher. The 
differential between the buying and selling rates allows the bank a small 
margin to cover its costs and may give it a profit. 

Exchange control, by giving a monopoly of e.vchange dealing to the 
central bank, constitutes an effective and inexpensive method of maintain- 
ing an official rate of exchange at or near parity It has been widel)' em- 
ployed It IS often used in conjunction with import controls where imports 
are licensed and licenses to import are only granted for what the govern- 
ment considers essential goods and services By limiting the demands for 
foreign currenc>' the pressure on the rate of exchange can be substantially 
relieved and the maintenance of the official par facilitated. 

Overvalued and tinderca/iierf rates of exchange. Theoretically at 
lea-'t a government should fix its par of exchange at an equilibrium or pur- 
chasing power parity rate, but this is not always done. Governments may 
purposely use rates which undervalue or overvalue the currency The 
temptation is often great to use the rate of exchange to attain national 
objectives such as facilitating exports and bolding imports in check, facili- 
tating imports and holding exports in check or building up reserves of 
foreign exchange. 

During the Great Depression of the thirties a period of competitive 
exchange rate devaluations ensued. Various governments set rates which 
undervalued their currency in order to facilitate their exports In 1934 the 
United States government devalued the dollar in an effort to promote its 
exports. At that time currency devaluation svas regarded by some students 
of the problem as a method of “exporting unemployment.” During World 
War II and for several years after, some belligerents and neutrals main- 
tained overs’alued rates svhich tended to hold exports m check and to 
facilitate imports Overvalued rates were used at that time because the 
nations which used them had but hide to export and were sorely m need 
of imports. Today the pars of exchange all member nations of the Inter- 
nationa! Monetary Fund are established m consultation with the Fund 
and with its agreement Dex’iations from these official pars are only per- 
mitted under the Fund Articles of Agreement in certain specified circum- 
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TABLE 9^ (Continued) 

Par Valves or Selectsd Meiropolttan Gverencies 
As of June 30, 1961 


Member 

Cunenty 

Par Values 

In Tenns of 

Gold 

Crams of fine 
gold per 
currency unit 

Par Values 
In Terms of 
U.S. Dollars 
U. S. cents 
per currency 
unit 

Mexico 

Peso 

0071 093 7 

8 000 00 

Netherlands 

Guilder 

0.245 489 

27 624 3 

Norway 

Krone 

0.124 414 

14.000 0 

Pakistan 

Rupee 

0.186 621 

21.000 0 

Panama 

Balboa 

0 888 671 

100 000 

Paraguay 

Guaram 



Peru 

So) 



Philippines 

Peso 

0.444 335 

50 000 0 

Saudi Arabia 

Biyat 

0 197 482 

22.222 2 

South Africa 

Rand 

1.2« 14 

140000 

Spain 

Peseta 

0014 811 2 

1.666 67 

Sweden 

Krona 

0.171 783 

19.330 4 

Turkey 

Lua 

0.098 741 2 

U.lll 1 

United Kingdom 

Pound Sterling 

2 488 28 

280000 

United States 

Dollar 

0 888 671 

100.000 

Uruguay 

Peso 

0120 091 

13.513 5 

Venezuela 

Bohvar 

0.265 275 

29850 7 

Yugoslavia 

Dinar 

0 002 962 24 

0.333 333 

Source- Annual Report of the International Monetary Fund, 1961, pp. 

184-186. 


became then a “gray market.” In some countries the gray markets 
acquired legal status, and there were then two rates of exchange, the 
official and the gray ( or free) market rates. 

CompufotiOTv oj o^icjal /iied pars of exchange. Official, fixed pars of 
exchange are usually estabhshed to meet certain cntena. A government 
might desire an equilibrium rale, a rate which \wli increase its holdings 
of foreign exchange or one which is designed to meet other national ob* 
{ectiv es. An equihbnum rale is designed to maintain a nation's interna- 
tional reserves at a given lei’el. If its present reserves are adequate and 
the rate of growth of imports is not large, such a rate might prove satis- 
factor>’. If a nabon expects some expansion in imports, a rate might be 
estabhshed which will allow for this growth. A country maintaining re- 
sen'es amounting to 30 per cent of its imports which are growing by $100 
milhoa annuallj’ will require a rate of exchange that will augment its for- 
eign exchange earnings by S30 million each year. National objectives may 
include the use of oi’ervalued and undervalued rales to promote either 
imports or e.xports ^^^lere a nabon depends upon a feiv crops for its 
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earnings of foreign exchange and the terms of trade turn against it, it 
might establish a rate which overvalues its currency to counteract the 
unfavorable terms of trade. 

The actual computation of the rate may be made by one of two 
methods A purchasing power parity rate, computed as outlined in a pre- 
vious section of this chapter, will generally give reasonably satisfactory 
results. The purchasing power parity rate can, if so desired, be adjusted 
to bring it to reflect national objectives by either over- or undervaluing it 

If a nation desires to establish an absolute, rather than a rehtite 
rate, it must calculate it by the use of domestic and foreign data. It must 
know or be able to eshmale the elasticities of the demand for its exports 
and imports as w ell as the character of their supply curves Supply curves 
are of the constant cost type, where all quantities can be obtained at 
approximately the same per unit cost, the increasing cost type, where 
additional amounts can only be obtained at higher per unit costs and the 
decreasing cost t>T>e where a larger volume can be obtained at lower per 
unit costs Using data such as these, demand and supply schedules are 
computed for a country's currency as well as those of the currencies of Its 
trading partners and rates are estimated from their equilibrium points. 
Because of the lack of data and the many estimates involved, absolute 
rates are only computed for nations with a limited number of exports and 
imports In the case of nations vvith a wide variety of internationally trad- 
ed products, the difficulties in the use of this method are virtually insur- 
mountable 

In the practical matter of calculating official, fixed pars of exchange 
certain rules are often observed. The economic reasoning underlying these 
rules IS based upon the fact that an overvalued rate renders imports cheaper 
and exports more expensive by raising the prices of the former and lower- 
ing those of the latter while an undervalued rate has the opposite 

1 Where the demand for a nation's exports is inelastic, an overvalu 
rate of exchange will generally yield larger foreign exchange earnings 
Where demand for its exports is elastic, an undervalued rate wiB bring 


larger earnings. 

2 Where the supply of exports is produced under increasing costs, 
an undervalued rate generally earns more foreign exchange; where it is 
produced under decreasing costs, an overvalued rate will yield more 
foreign exchange, and where the supply is one of constant costs, the actua 
rate is likely to make but small difference in these earnings. 

3. Where a nation’s demand for imports is inclashc, an underva 
rate will usually inv’olve a smaller drain on its international reserve 


'I These different tyi>cs of supply curses are described in greater defa 
Chapter 21 
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Where its demand is elastic, an overvalued rate tends to conserve reserves. 

4. Where the supply of imports is produced under conditions of in- 
creasing costs, overvalued rates mean lower drains on its foreign ex- 
change; where it is produced under deraeasing costs, an undervalued rate 
protects its reserves and where the suppty is one of constant costs, the 
actual rate is not a matter of great importance. 

Inconvertible Paper Money— Multiple Exchange Rates 

Until the end of World War 11 most nations established a single par 
of exchange applicable equally to all t>'pes of international transactions. 
Under the old gold coin standard there was but one par of exchange, and 
under most of the older paper money standards a single par was deemed 
sufficient. 

After \Vorld War II some countries established several pars oi ex- 
change, each applicable to a given type of transaction or merchandise. 
The simplest form of the multiple exchange rate system is probably that 
employed at one time by the U.S.S.K. In that country between the end 
of the war and 1960, the offidal par was four rubles to the dollar, a rate 
which exaggerated the value of the ruble. Another rate, the tourist rate, 
was ten rubles to the dollar and was a%'ailable to American tourists in 
Russia. Under the official par of four rubles to the dollar the Russian 
authorities felt that trai’el to their country si’ould be discouraged by the 
high prices prevailing «-hen d,..Uars were exchanged into rubles at diat 
rate. At ten rubles to the dollar travel was far less expensive and more 
attractive to Americans and such travel in the U.S.S.R. was an important 
Russian export of serv’ices. 

Objectives of multiple rates. This practice of the U.S S.R. illustrates 
one of the functions of multiple exchange rates. These rates serve to en- 
courage the export of certain categories of goods and types of transac- 
tions and to discourage that of others, to encourage the imports of some 
goods and transactions and discourage others No single rate is well 
adapted to all industries and all products, some axe benefited, others are 
not. A system of multiple exchange rates designed to please everyone, 
howei’er, u-ould mean foreign exchange chaos. 

Examples of multiple exchange rates. At one time Spain had a num- 
ber of different rates of exchange, eaidi appbcable to a different group of 
goods. The rates were low for goods which the government desired to 
export and high for those which it desired to retam at home. The rates 
XX ere high for imports xxhich had tiie government’s approx-al and low for 
those which it did not seek to encourage. 

In 1936 the Argentine authorities fixed or recogmzed four separate 
exchange rates, the official rate the railway remittance rate, the import 
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rate and the free rate. In 1948 the French government again deN’ahed 
the franc and fixed an official rate of 214 francs to the dollar. But it also 
recognized the Paris free market where the franc was quoted at a lower 
than official rate in dollars, Portuguese escudos and Swiss francs. At that 
time the government of France held that “non-essentiar imports from the 
United States, Portugal and Switzerland had to be paid for in currencies 
purchased on the free market, but it permitted exporters to these countries 
to sell half of their foreign exchange earnings on the free market and 
the other half" officially. In October 1948 the Paris free market was tndiag 
in dollars at the rate of 313 francs to the dollar. Consequently a French 
exporter to the United States could sell half of his dollars at 313 and the 
other half at 214 for an average rate of 2C3% francs to the dollar.'* 
Although condemned by the Fund and frowned upon by the United 
States and some other countries, the system of multiple exchange rates is 
not without its partisans The problem of multiple versus single ntes 
involves some concepts which are beyond the scope of this book. Suffiw 
it to say that a single rate of exchange has the weight of long tradition 
behind it and is far less subject to abuse than a multiple rate system 
The foreign exchange rates of some of the major trading powers 
assume a larger role in the mechanism of international payments because 
their currencies ate used by other countries to finance mlematioDal tran- 
sactions. These currency arrangements, known as monetary areas or 
zones, are described in the following chapter. 

QUESTIONS AND PROBLEMS 

1. Before the outbreak of World War I in July 1914, the par of erchanp 
for the French franc was $1 00 equalled 5 1625 francs. Following the 
severe mfiation in France during and after this war French wholesale 
pnces had risen by December 1926 to 718 and those in the Uruted States 
to 156 (both pnce senes on the base, July 1914 equal iOO). * 

purchasing power panty rate of the franc-doUar exchange as it stood m 
December 1926 . i j iiie 

2 Dunng the Great Depression of the 1930*s many nations, ^ 

United States, .mdervalued their currencies Dunrg AVorld War Ii 

of the beihgerents maintained overvalued rates of exchange. Explain 
shift in exchange rate policy _ - „ „ 

3 Should the United States have a multiple exchange rate system r 

why not? , Assume 

4 A Communist country has a state monopoly over foreign trade , 
that nee is its most important import and that it is product un er 
tions of mcreasing costs This country desires to minimize the 

import tVhat should its purchase and exchange rate policies e 
n See, Crump. Norman, The A B C of the Foreign Eiehanget London 
rnillan and Co . Ltd , 1958. pp 231, 237 
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5. Automobiles and trucks, produced under conditions of decreasing costs, 
are the most important export of a given country. The demand for these 
items is assumed to be elastic. WTiat foreign exchange rates would the 
automobile industry be hlcely to ad\'ocate in this country? 

6. Since World War II a nation has had a consistent deficit in its balance of 
pajToents with payments exceeding receipts in e\’ejy year. Could this 
situahon be corrected by an adiustmeot m its rates of ^change? 

7. Would dei’aluahon of the dollar mnedy continuing deficits on the United 
States balances of pajments? Why or why not? 

8. ’iS'hat are likely to be the effects of each of the following upon a nations 
rate of exchange assuming that it had no import or exchange controls and 
freely floating rales: a) An increase in merchandise exports; b) An increase 
in transportation imports, c) An increase in travel abroad of its citizens; 
d) A decrease m direct inieshnents abroad, e) An increase in receipts 
from immigrant remittances from abroad^ 

9. Under the gold coin standard, economists assumed that there was a 
tendency toward an international !e\el of prices Does such a tendency pre- 
vail under today’s paper monei' standards^ 

10. If ezch^ge arbitrage were abobshed by all nations, what might the effects 
be upon rates of exchange’ 
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Regional Monetary 
Areas and 


Systems: Blocs, 
Zones 


David Kinley, one of the early American contributors to the develop- 
ment of the science of money, stated in 1904: 

‘The adoption of a common monetary system by the great nations 
of the earth has been prevented partly by national prejudice, and partly 
by the inconvenience involved in making the change. Each nation is un- 
willing to give up its own system, and is ready to consent to the adoption 
of a common coinage only if its monetary unit is made the common one. 

“Moreover, each country is anxious to get whatever advantage in 
trade is brought by the use of its coins in other countries. There is a feel- 
ing that German or English trade, for example, mil be promoted in the 
Orient by the use of the German or the English coins While there is some 
force in these contentions, the benefits that would accrue from a unifica- 
tion of the W'orld’s monetary s>’stem would far outweigh any detriment 
that might come to particular countries."* 

In addition to KinleyV observations, one might add that a world 
monetary system would require a universal monetary authority, a single 
monetary unit and uniform rules applying to all nations using it. Fe«’ 
nations, in the present state of interuatioDal integration and cooperation, 
would be willing to give up that important perquisite of national sover- 
eignty, control over its monetary system, which such an arrangement 
would entail. The nearest approach to a world monetary system that 
exists today is the currency bloc^ area or zone. 

A monetary bloc, area or zone consists of a central or metropolitan 
monetary authority (metropolis) and other countries which use the 
money and exchange facilities of the central authority in their foreign 
transactions and hold their banldng and international reserves in its finan- 

' Kinley. Dand Money A Fludy of the Theory of ike Medtvm of Exchange 
Ncm lorV The Macmdian Co , 1904 Pp. 8-9 
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dal institutions. The value of the monetary units of the member countries 
is expressed in terms of that of the metropolitan country and is maintained 
at a par with it. The monetary laws and regulations of the metropolis, 
including exchange controls, are the model for those used by the mem- 
ber countries. 

Development of monetary zones. The more important monetary areas 
are the Sterling Area, the Franc Zone, and the Escudo Area? They find 
their antecedents in the Mercantilist penod of economic development. 
When the European nations started to trade wath newly discovered lands, 
they found either no money m use in the modem sense of the term or 
money which was adapted only to domestic transactions They therefore 
carried on trade with them by using their own currencies. One of the 
manv objections directed against the early British East India Company 
w’as that it exported British coins and spede to India to use in its tran- 
sactions with that country.* 

^^’hen these n\'erseas lands became colonies and sufficient trade with 
them de% eloped, the metropolitan countnes sometimes devised currency’ 
systems for them. The gold exchange standard, created to meet their 
needs, had the advantage of preserving a colony's own currency for its 
domestic u«e while placing it on a virtual gold standard as far as inter- 
national transactions were concerned The gold exchange standard may 
be regarded as the predecessor of some currency areas which now use 
foreign exchange instead of gold as their international reserves. 

The Sterling Area 

As British colonial trade developed, various members of the Empire 
tied tbeir currencies to the pound, used the facilities of the London money 
market and kept theu monetary and international reserv’es in London 
The pound was then one of the world’s most stable currencies, the facili- 
ties of the London money market were the world’s best and cheapest, 
London was a leading capital center and the economic and political ties 
which bound members of the Empire to the mother country w ere strong. 

The Sterling Bloc Shortly after the outbreak of World War I, the 
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United Kingdom abandoned the gold standard and went on a paper 
money basis. After peace had been estabbsbed, considerable pressure 
developed again to place the pound on the gold standard, and in 1925 
the gold bullion standard was adopted at the old par of e.xchange of 
4.8665 dollars to the pound. At this rate the pound was overvalued, and 
Great Britain experienced difiBculty «i exporting. Industrial production 
declined, unemployment rose, and wiOi the ads ent of the Great Depres- 
sion, Great Britain abandoned gold in 1931 and has been on a paper stan- 
dard ever since. 

Nineteen*thirty-one was a year of decision for the members of the 
Empire and for those independent countries which had tied their cur- 
rencies to sterling, for they had to decide whether or not to continue to 
maintain their currency linlcs with the pound. The British colonies and 
dependencies, India. Ceylon and Burma apparently had no alternative 
but to continue to use the pound Australia, New Zealand, Egypt and 
Iraq decided to remain in the system and were joined later by South 
Africa, the Baltic countries, Norway, Sweden, Denmark, Iran, Japan, 
Argentina, Uruguay, Yugoslavia and Greece The decision was rendered 
more difBcult for these countries because FVance and the Franc Zone, as 
well as some other nations, were on the gold standard and were known 
as the gold bloc countries. 

The Sterling Bloc which emerged in 1931 from this monetary group- 
ing was a loose association of members. There were few v.*ntten rules; 
members freely entered and withdrew. The>’ could appreciate or devalue 
their currencies, gold could still be obtained m exchange for sterling at 
its current market price on the world s gold markets. As a matter of prac- 
tice, the member countnes endeaiored to maintain fixed pars with ster- 
ling, although the values of their currencies sometimes fluctuated. In 1938 
the London sterling balances of members of the Sterling Bloc amounted 
to £760 million or about $3.1 billion at the then current rate of exchange.* 

Transformation of the Sterling Bloc into the Sterling Area. The pre- 
\VQrld War II Sterling Bloc was frequently termed a club because of its 
loose organization and the large amount of freedom enjoyed by its mem- 
bers. Witb the outbreak of the second World War va 1939, the Bloo 
changed its character, it was no longer a loose association of free mem- 
bers but a tightly knit, weB-organized institution and henceforth was 
called the Sterling Area.® Great Britain instituted a rigorous system 

* C/ Bell, Phjbp SV. The Sterhng Area tn the Postu,or Vr'ofld 0*foid The 
Clarendon Press, 1956, p 22. 

5 When the Sterling Bloc became Sie Sterling Area, its membenhip slirank con- 
siderably. The countnes which elected to remain, in addition to the United Kingdoni, 
included, with the exception of Canada, die members of the British Commonwealth, 
Eire, Iceland, Iraq, Egypt and the Sudan. 
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of export, import and exchange controls which applied to all transactions 
between members of the Commonwealth (svith the exception of Canada, 
Nexvfoundland and Hong ITong) and the rest of the world. All members 
of the Sterhng Area were requited to adopt regulations patterned on those 
used by the United Kingdom. The Sterling Area controb were adminis- 
tered'by the member countries under the general supervision of the Bank 
of England and the Board of Trade and formed an integral part of the 
United Kingdom's program of economic warfare. All Sterling Area imports 
on the current account required a license before foreign exchange xx^as 
bsued to pay for them, and only essential transactions were permitted. 
Licenses for the export of capital were required and were difficult to ob- 
tain. The trading areas xxithin and outside of the Area were divided into 
a number of accounts and transactions were controlled by a complicated 
s>stem of regulations These regulabons ser\-ed to pool the foreign ex- 
change earnings of all of the members of the Area, to minimize the drain 
on these reserves and to place them at the disposition of the United King- 
dom to be used in the prosecution of the war.® 

At the outbreak of World War 11 the United Kingdom, given the 
cash and carry proxisions of the Umted States NeutraLty Act, sold public- 
ly and pnvately held foreign seainfies to insure sufficient foreign ex* 
^ange to prosecute the war The advent of Lend-Lease early in 1941 
served to ease the United Kingdom’s foreign exchange stringency: a total 
of about 544 billion was supplied in the fonn of Lend-Lease by the United 
States to its Allies including the USSR It is important to note, how* 
O'er, that the United Kingdom, in addition to ntibzing United Slates 
Lend-Lease, spent much of the foreign exchange earnings of the Sterbng 
Area members w hich xvere deposited in the London pool. Had it not been 
for the Sterling Area and the heax^ contributions of foreign exchange of 
the member countnes, the United Slates would doubtless have found it 
necessarj’ to supply even more Lend-Lease to this leading Ally. The 
Sterling Area, therefore, in addition to serving the wartime goab of the 
United Kingdom, helped to economize United States Lend-Lease outlays. 

London pool foreign exchange accumulations. The exchange and 
import controb of the members of the Sterling Area, the stringent sup- 
plies of goods available for import and the large purchases by the United 
Kingdom from the several members of the Area on credit, resulted in the 
accumulation by the members of large balances in the London pool which 



Ch. TO] REGJONAL MONETARY SYSTEMS BlOCS, AREAS AND ZONES 171 

they were not able to use during the w’ar. These constituted, in effect, 
sliort-term credits granted by members of the Area to the United King- 
dom. These balances were in sterling, because when a member earned 
foreign exchange through exports outside of the Area it was giveA credit 
in sterling in the pool at the official rate of exchange. Conversely, when 
a member required foreign exchange for approved imports from coun- 
tries outside of the Area, London supplied the exchange at the official 
rate and charged the members account in sterling. Transactions with 
members of the Area itself took place in sterling and involved no other 
foreign exchange. 

The sterling balances of members stood at £760 million or $3.1 bil- 
lion in 1938 and at £3 663 milUoo or $14 8 billion in 1945 at the prevailing 
rates of exchange. This represented an increase of approximately 475 
per cent in these balances during World War II At the close of the war 
they presented a serious financial problem for the United Kingdom. They 
meant, in law at least if not always in practice, that the Area could 
import goods or receive investments from the United Kingdom up to the 
amount of its holdings without exporting or investing in this country in 
return In addition, a member could use its balances to import or receive 
investments, up to the amount of its holdings, from any other member of 
the Sterling Area without giving anything in return. The exports made 
by drattlng down these balances were termed "unrequited exports." 

Given the large size of these balances, the United Kingdom could 
not allow a member nation to use all of its balances at once, and some 
way out of the impasse had to be found. Two solutions to the problem 
were elaborated- payments agreements were made i^-itb the Sterling Area 
members, and credits from the United States and Canada were sought 
to tide the United Kingdom o%’er its difficulties 

Agreements were made with several members of the Area to limit 
the amount of the sterh'ng balances which could be withdrawn in a 
stated period and to make pronsion for the utilization of future exchange 
eamiugs No baUaces. unsre wsalfsd dowu. as. a tooik of these, OiegofeatiOTA 
and the drawug provisions were quite liberal, so much so that they 
placed a strain on the British economy. 

The Anglo-American Joan Although these special payments agree- 
ments did much to alleidale Britain's post-war balance of pa>Tnents prob- 
lems, they did not sob e them enhrdy United States and Canadian dol- 
lars were needed. 

In 1943, representatives of the United Kingdom came to the United 
States to seek help. The agreemCTt which they negotiated provided for 
a loan of S3 75 billion for balances of payments purposes plus about $630 
million to aid the United Kingdom to pay for the Lend-Lease goods in 
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the pipeline and on order when Lend-Lease grants were terminated. 
EaiJy in 19^6 Canada followed the lead of the United States bj' maldng 
the United Kingdom a loan of $1^ billion under quite similar terms. 

Conlribtttions of Sterling Area members to the system's reserves. 
With the shift to a peacetime economy at the end of World War II and 
with the tasks of reconstruction, -new regulations for the Area ivefe 
needed ’’ These were provided by the British Exchange Control Act of 
October 1947. This Act was modified from time to time as the foreign 
exchange position of the Area changed, and they are now primarily of 
historical interest because sterling is now largely a convertible currency. 

Table 10 1 shows the overseas holdings of sterling during selected 
post-war years It should be remembered in interpreting this table that 
the United Kingdom devalued the pound in September 1949 from $4 04 
to §2 80 In June 30, 1960 at the present official par of exchange, total 
outstanding holdings of sterling amounted to $12 billion Those of the 
members of the Sterling Area increased somewhat during the period and 
amounted to almost $7 5 billion m June 1960 

The transactions of the Sterling Area, arranged to show the deficits 
and surpluses of the United Kingdom •‘nd the rest of the Area, are pre- 
sented on Table 10 2 The United Kingdom, between 1946 and 1959, 
had a deficit on its balance of payments with the non-Sterling Area, ex- 
cept in 1950 and 1958, but a surplus with the members, in each year 
except 1953 The other members showed a surplus in their trade with 
the countries of the non-Sterlmg Area m every year except 1947 and 
1937 Since the end of World War II the other members of the Sterling 
Area have generally been net earners of foreign exchange and the 
United Kingdom has been able to use some of these accumulations to 
finance a part of its deficit with the rest of the world Without the Area, 
the United Kingdom would base had to restrict its purchases from other 
countries and re-orient its foreign economic relationships. 

The future of the Sterling Area IV'ith the increasing convertibility 
of the pound, the Sterling Area has become less a system of coopera- 
tive exchange controls and more a sj’stem of multilateral pa}ments In 
certain respects, the Area has rexerted to the role which it played be- 
tiveen 1931 and World War IJ when it xvas known as the Sterling Bloc. 

Since \^’orId War II. Britain h.is shifted from a creditor to a debtor 
nation and now relies to a certain extent upon the earnings of the rest of 
the Sterling .\reu for a part of the foreign exchange required for its im- 
ports and inxestments In exchange for tins adxantage, the United King- 
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TABLE 101 

OvERSE.\S Stejujnd Holdin'cs. Bt Abea 


(In millions of pounds sterling) 





1946 

1950 

1955 

1959 

19601 

Sterling Area countries 

2428 

2549 

2764 

2704 

2674 

Kon-Sterling Area countries 

1301 

934 

812 

803 

940 

Non Tenitoml international otganiTsAiMis 

26 

5IT 

469 

705 

661 

Total outstanding 

3755 

4060 

4045 

4212 

4275 

t As or June 30. 1960. 







Source Balance of Paymerrft Ycarfcoolj. Intematioml Mtaietaiy Fund 


TABLE 102 

STI3UJVG Area, Transachoss Through the Untteo Kivcdojc 
(In ’fullions of pounds sterling) 



TransactHjns of the U K 

Transactions of the 


BalanceiMlh 

Balance with Rest 

Rest of Sterling Area 

Year 

non-Sterlmg Area 

of Sterling Area 

Wiith non*Sterling Area 

1946 

-119 


1 

1947 

-640 


-281 

1948 

-160 


62 

1949 

-241 


IS 

1950 

107 

108 

487 

1951 

-674 

154 

230 

1952 

-257 

273 

166 

1953 

-120 

-54 

295 

1954 

-98 

77 

175 

1955 

-284 

188 

143 

1958 

-293 

251 

217 

1957 

-34 

79 

-43 

1958 

80 

133 

44 

1959 

-204 

116 

301 


Source Balance of Payments 1 carftool.f. Intemationzl Monetary Fund, 


dom offers the members of the Area the unparalleled facilities of the 
British money market wth its many agencies for financing foreign 
trade, \nth its stable and widely-accepted currency and with ready 
access to capital. 

The United Kingdom needs the exchange earnings of the other 
members of the Area, the Overseas Members need the facilities of the 
United Kingdom and the future of the Area is doubtless to be found in 
these mutual interests. If the Area were to be abolished, many of the 
members, with the exception of the United Kingdom, would find it 
necessary to join some other currencx' area because their currencies are 
not international and they do not possess the requisite financial institii- 
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tions to handle their foreign transactions Fe\v other currencies, even 
the dollar, offer the advantages of the pound to trading nations. The 
dollar is primarily a reserve currency and the pound a trading currency. 

If the Sterling Area were to dlisappear, Britain might find it neces- 
sary to reimburse the other members for their sterling holdings which 
amounted to almost $7.5 billion in June 1960. A withdrawal of this magni- 
tude would seriously deplete British holdings of foreign exchange. If 
these holdings were used to buy British goods and services, the United 
Kingdom would doubtless need to pass through another period of 
austerity as it did in the years immediately following World War II. 
Without the contributions of the other members to currency reserves, 
Eritams status and standard of b'ving are likely to fall unless other means 
of earning foreign exchange could be found * 

The Franc Zone 

Although the Franc Zone, like the Sterling Area, is a regional mone- 
tary organization, it presents a sharp contrast in two important paiticu- 
laxs to the latter organization Whereas the Sterling Area is now a loose- 
ly organized group with relatively few written rules, the Franc Zone is 
tightly organized, higlily centralized and formal. Secondly, the members 
of the Sterling Area have been net contributors to the foreign currency 
reserves of the Metropolis while the Territorial Members of the Franc 
Zone have been net drawers on the foreign exchange of the s>’stem 
which generally has been accumulated by France <tself.* 

The Franc Zone has its roots in the French Empire and, during its 
history, has changed as the French Regime Colonial itself has. ^ch 
member nation or territory has its own monetary system; some have 
pnvate and some government-owned banks of issue, all of whidi are 

* In 1981 the Sleiling Area composed the United Kingdom, AustiaLa, Btiima, 
Ceylon, Cyprus, Ghana, Iceland. India, the Insh Bepubhe, the Hashemite KingdtOT 
of Jordan. Lib>a, the Fedeiabon of Malaya. New Zealand, Nigeria, PaKstati. the 
Federation of Rhodesia and Nyasaland, the State of Singapore, the Union of South 
Africa together with all British Colonies. Protectorates, Protected Slates and Trust 
Temtones 

* The Franc Zone, in 1961. included the temtoiy of the French Republic (con- 
tinental France, Corsica, the Dopartmcnt of Algeria. Oasis and SaouraJ. the Os'ers”* 
Departments ( Guadeloupe, Martinique, Cmana and Rrjruon), the overseas terntones 
except French Somaliland ( Comoro Islands. St Pierre and Miquelon. Ke« Caledorua, 
Wallis and Futuna Islands and French Pob-nesu). the Condominium of the 
Hebndes the Republic of C.iineroon. the Central African Republic, the Repub ic 
of Cliad, the Republic of the Congo (Brazzaville), the Republic of Dahomo. 
Gabon Republic, the Republic of Ciun'a. the Republic of the Ivory Coast, the . »• 
lagasy Republic, the Republic of the Mali, the Islamic Republic of Mauntania. Monaco, 
Morocco, the Republic of the .Niger, the Republic of Senegal, the Republic of Togo, 
Tunisia and the Rep iblic of the Upper Volta 
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under the general superNdsion of the Bank of France.*® The budgetary 
relationship bet\\een France and the other members, shows considerable 
variation; some have considerable autonomy in fiscal policy while others 
are super\ised by the Metropohs. 

In treasur)’ administrative matters the Franc 2one is highly central- 
ized and the pnnciple of unitj*. or smgle treasury, is the rule. A single 
accounting system and reser\‘e fund are maintained for the members of 
the Zone. The Algerian and Tunisian treasunes exercise some autonomy, 
but certain overseas territories ate treated as though they were depart- 
ments of France itself. In the early days of the French colonies the sole 
bank in many of them was the official bank of issue. \Vith colonial 
development, private banks established branches in these areas and 
considerable competition in the banking field resulted. 

Exchange cor^roh The Franc Zone moneys are maintained at a 
fixed par ^vlth the French franc and (like those of the Sterling Area) 
are freely convertible among the members of the Zone, but exchange 
controls are applied to monetary transfers wth countries bdng outside 
of It. The more important of these controls were instituted at the start of 
World I\'ar [I by the law* of September 9, 2939 and were atneoded by 
the post-U'ar order (arr^ti) of July 15, 1947. W’lth the emergence of the 
franc as a stronger currenc}' in the fifties, strict exchange controls were 
no longer needed and the)’ have been gradually relaxed. 

Each territor)’ in the Zone has its own e.xchange control organka- 
tioa operating under the general regulations and supervision of the Bank 
of France, the Nfmistr)’ of Finance and Economic Affairs and the Cen- 
tral Fund of Overseas France (Caisse Centrale de h France d'Otitre- 
.'ler) U3 Pans. Generally speaking, and again like the Sterling Area, 
residents of the Zone can engage in current accounl transactions with 
each other svith considerable freedom, the controls are applied princi- 
pally to dealings between residents and non-residents and to capital 
movements. Residents of the Zone are required to turn over certain 
earnings of foreign exchange, ttirougb authorized agencies, to the Ex- 
change Office and those who require il for speafied imports or overseas 
investments must obtain it through these agencies.** 
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Foreigtt exchange reserves. On October 1, 1936, France created an 
Exchange Stabilization Fund (Fonds de Stabilisation des Changes) 
which was importantly modified at the outbreak of World War II, on 
September 9, 1939 This Fund is generally charged with the task of 
stabilizing the excliange rates of the franc and the colonial currencies. 
Although the banks of issue of the Franc Zone are separate institutions, 
there are close finanaal relations between them, the Stabilization Fund 
and the Treasury. The volume of money and credit in circulation in 
some of the countries of the Zone tends to fluctuate wth their balances 
of pa\’ments, increasmg with surpluses and declining with deficits. 

Frequent periods of monetary inflation m France and in the other 
Zone member*countries combined with fixed rates of exchange, which 
then became ovcrx-alued, have impeded the Zone’s abihty to export and 
increased its imports, thus working toward balance of pajTnents deficits. 
The franc was overvalued during the war years as well as in some of 
those immediately following. After the war, {he franc was devalued 
from time to time to faring its fixed rate into bne with its market value. 
The rates of exchange of some of the overseas temtones, notably the 
francs of the French Afncan Colonies and the French Pacific Colonies, 
were devalued on several occasions as well but not always in proportion 
to the change m value of the metropolitan franc 

Contnbutinns of France to the Zone members Table 103 presents 
the balance of payments surpluses and deficits of the Franc Zone with 
the rest of the world for the period 1945-1959, divided between those 
of metropolitan France and the Overseas Members In only three years, 
1954, 1955 and 1959. did the Zone as a whole have a surplus, in all of 
the others it had a deficit Except lO 1959, the Overseas Members of the 
Zone had a deficit on their balances of payments Metropolitan France 
showed a surplus m only 1954, 1955, and 1959 

The deficits on the balances of payments of the Franc Zone, which 
have been substantial and appear to be unsustainable, were met by 
\mencan aid of various types (which was especially large between 
1948 and 1955), receipts under compensation agreements, drawings on 
the European Pavments Union and a reduction m gold and foreign ex- 
change resen es In a certain measure the declines in the par values of the 
franc which characterized this penod may be attributable to these deficits. 

The Overseas Members of the Franc Zone were a burden on the 
balances of payments of metropohtan France and, unlike those of the 
Sterling Area, onlv contributed foreign exchange earnings to the Zone 
as a whole m 1959 These members have relied heavily upon the gold 
and foreign exchange accumulations of France, without them, their stan- 
dards of living would have to be substantiallv reduced 
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if TABUE 10 3 

S FVanc Zone 

I BAUtNCE OF PaVMEXTS SURPLUSES AND DeFICFCS WTTH THE Re5T OF THF. W’ORUJ 



( In millions of current dollars } 



Overseas 

Metropolitan 



Members 

France 

Total 

1945 

-374 6 

-278 9 

-653.5 

1946 

-296 7 

-712 9 

-1099.6 

1947 

-162 6 

-204 6 

-367.2 

1948 

-207 5 

-939 0 

-1146.5 

1949 

-167 3 

-6162 

-783.5 

1950 

-123.1 

-923 

-2154 

1931 

-86 0 

-930 0 

-1018.0 

1952 

-261 

-4888 

-514 9 

1933 

-60 4 

-126.0 

-1S6.4 

1954 

-107 

-f-39.3 

+2S.B 

1935 

-148 8 

-1-4230 

+274.2 

1956 

-1075 

-783.4 

-8909 

1957 

-1597 

-8590 

-10187 

1958 

-1120 

-163 6 

-2756 

1959 

-h47 0 

+699 0 

+7460 


Note Foi the penod 1945-1931, the surpluses and deficits of the Overseas Members 
are those for the current account and uiulatera] transfers, for the penod 1952- 
1959, the surpluses and deficits include those on the current account, unilateral 
transfers and capital movements 

Source Computed from data m La Solance dea Pa\/emevt$ Etude filethodologtque, 
prepared by the [nstttut National de la Statistique et des Etudes Ecoaomi' 
ques. Bureau d'Informalion du Public, Paris, 1957 and Annuatre Stotirtique 
de la France, Pans, 1961 


Other aspects of the Franc Zone. The moneys of the Franc Zone, 
for which the metropolitan franc serves as a standard, are convertible 
among themseh'es without restriction. Since 1951, a Monetary Committee 
of the Franc Zone {Comite Mon^aire de hi Zone Franc) has been 
charged ith the coordination of the Zone policies, but in practice it 
has limited its functions to those of control rather than those of planning 
and coordination and the Bank of France has been largely responsible 
for Zone monetary’ policy Like tile Sterling Area, the Franc Zone pro- 
lides a system of multilateral trade for its members. The Overseas 
Members are doing an increasing amount of trade with the Metropolis; 
they account for about one-fourtii of its imports and almost one-third 
of Its exports The trade of metropolitan France wth the other members 
has often taken place at non-competitive prices which have averaged 
about 20 per cent hfgher than some other international prices. 

More tlian an)' other monetarj* area, the Franc Zone is a convenient 
arrangement for the distribution of economic aid to the Overseas Mem- 
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bers. Private investment, either of French or other origin, in the Zone 
territories is relatively unimportant while the investment of French 
public funds is large. Much French government investment has been 
made at a rate of interest of about 3 per cent. Some of these loans form 
the counterpart of the drawings by the members on the leserves of gold 
and foreign exchange held by the central fund in Paris, while others 
Iiave been made for developmental purposes On the other hand, pri- 
vate residents of the Overseas Members of the Franc Zone, principally 
French colonists, have been heavy investors in France. The expendi- 
tures of France for civilian and imlitary purposes in the countries of the 
Zone have proved of considerable assistance to these temtories. Next 
to the United Slates, France has contributed more foreign aid to other 
countries than any other nation. Unlike American aid, most of it has 
been directed to its coloiues, temlones and dependencies 

Advantages and Disadvantages of the Franc Zone. In addition to 
the advantages and disadvantages of the Franc Zone which resemble 
those of other monetary areas, there are a number of others which are 
peculiar to it It is a great advantage to the members of the Zone to be 
able to draw on the central exchange holdings in Paris for their pay- 
ment requirements even though they must seek credits for this purpose. 
If properly utilized, these dramng privileges can contnbute to economic 
development by providing the exchange needed for the acquisition of 
capital and supples 

The fact that France must sustain the members exchange->vise con- 
stitutes a drain on the French reserve position and has constricted some- 
what that nation’s freedom of action m international economic affairs 
The British tend to be debtors on the short- and creditors on the long- 
term capital account, while France is a creditor on both the short- and 
long-term. 

The Franc Zone is more highly centralized and exhibits less flexi- 
bilty than the Sterbng Area and, in addition, tends to tie the trade and 
in\estment of the members more closely to France than the Sterling 
Area does to the United Kingdom There is also a tendency for Pans to 
dictate the terms and conditions of Zone affairs, and members do not 
have a very large voice in these matters Perhaps if the membership of 
the Monetary Committee of the Franc Zone included more representa- 
tives of the o\erseas territories and if it were given a larger voice in the 
determination of the Zone policies, a greater degree of monetary dem- 
ocracy would prevail. 

It is doubtful that many members of the Franc Zone would find it 
to their advantage to leave it Although French tutelage may appear 
excessive to members, if they were to leave the Zone they must be pre- 
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pared lo go it alone and forsale the adi-antages in the form of adi’ances 
of short-term credit, long-term loans and economic aid which the Met- 
ropolis has given them. The franc and the Parisian money market are 
far superior to the mone)-s and e.Tchange markets of the overseas terri- 
tories. It Mould be easier for a member of the Sterhng Area to leave 
that organization than for a member of the Franc Zone to withdraw. 

As far as France is concerned, the reasons for the continuance of 
this institution may he outside of the monetar>' aspects of the Zone, for 
it has proved a costly institution to the Metropolis. The Zone has been 
a part of the French colonial system and a part of Frances relations 
wth the outside world. French business has profited through trade 
with the Zone while its expenses have partly been met through the 
French fiscal s>'stem and taxation. 

Future of the Franc Zone. The Franc Zone is, m the opinion of 
some French economists, at a turning point. Although most of the newly- 
independent knds have elected to remain in the Zone, some of them 
apparentlj’ yearn for monetarv’ independence The growing economies 
of the Overseas Members are hkel> to constilute-an even greater drain 
on France’s holdings of gold and foreign exchange as they import more 
equipment and supplies for development The European Common 
Market mth the monetaiy sections of its charter may also bring changes 
in the Zone, as might also the European Monetarv .Agreement These con- 
tingencies point to the possibiht) that the Franc Zone may be altered 
substantially in the years ahead. 

As the changes vvhich the Sterhog Area has undergone indicate, 
monetar>' areas are subject to alteration and the Franc Zone must 
doubtless adapt itself to shifting world arcumstances It is difficult to 
forecast what these changes will be. but indications point to the possi- 
bilities of greater flexibihtv in its organization, more democrahe ad- 
miiustration and pohc>’ delenniDalion together with greater monetary 
cooperation among metropoblan France, the Overseas Members and 
the rest of the world, especially Europe 

The French franc has gone a long way on the road to con\'ertibiht>’, 
and the Zone is losing its importance as a multilateral s>’stem of exchange 
controls. There is a high degree of complementarity in the trading rela- 
tions between metropolitan France and the Overseas Members with 
these members purchasing finished goods and equipment from, and ex- 
porting raw’ materials lo, France whidi exports equipment and finished 

*- Cf Leduc, Gaston. “L’Orgaxusahon de la Zone Franc Evolution Recente et 
Vues d'Avenii,” Revue tTEenmwnJe Pobliqae. M3> June 1959. pp. 333-G30 and 
Moussa. Pierre, “Fontionnement et Eqinlibre de !a Zone Franc,” Revue ifEcononue 
Politique. Ma>-J\ine 1959, pp. 351-361. 
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goodc to, and imports raw material from, them. In certain respects, the 
Franc Zone is a natural economic organization. 

A number of French economists have pointed out that some of the 
Overseas Members would have difficulty in quitting the Zone. They rely 
upon metropolitan France for substantial fractions of their foreign ex- 
change requirements^ and were they to leave the Zone they would have 
to find other means of obtaining exchange or reduce their standards of 
living and rates of economic growth. There is reason to beheve that some 
of the members might be able to obtain their finished goods and equip- 
ment at lower prices on other world markets and sell their raw produce 
to better advantage elsewhere. The net advantage, then, of Zone mem- 
bership to the Overseas Members apparently lies in equating the benefits 
of membership against these disadvantages. 

For France, the Zone has proved a relatively easy^ protected market 
for its manufactures and a stable and inexpensive source of supply for 
some of its raw materials French industry has been able to trade with 
the members under favorable conditions which shielded it from some 
foreign competition If the Zone were to be abolished or altered, France 
would need to weigh the reduced drains on its holdings of gold and 
foreign exchange against the loss of the competitive advantages which 
it holds for certain segments of French industry. 

The Escudo Area 

Like other areas and zones, the Escudo Area developed %vith the 
growth of the Portuguese Empire, and it has participated in the check- 
ered financial history of the nation itself During the nineteenth century, 
and prior to the reforms of Salazar in 1928, Portugal passed through 
several monetary and fiscal crises The monetary reform of June 9, 1931 
established the escudo on a form of the gold exchange standard and the 
paper money in circulation was supported by a reserve of gold and for- 
eign exchange This standard was short-lived When the United Kingdom 
abandoned the gold standard m September 1931, Portugal gave up the 
gold exchange standard and tied its currency to the pound ( although it did 
not join the Sterling Area when that organization was formed in 1939). 

Characteristics of the Escudo Area Several different currencies, all 
with fixed pars in terms of the escudo, are used in the Area.’’ Portugal, 
the adjacent islands, the provinces of Cape Verde, Guinea, Sao Tome, 
Principe and Mozambique use the Portuguese escudo, Angola employs 

11 The Escudo Are.i m 1961, consisted of Metropolitan Portugal, the Azor«, 
Madeira. llie Cape V'erde Islands Portuguese Guinea, Sao Joao, Baptista de Ajuda, 
the Islands of Sao Tonic and Pnniipe Angola, Mozambique, the Portuguese Indies 
( Coa, Damao and Dm ) , Macao and Portuguese Timor 
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the angolar, Goa the rupee, Timor and Macao, the pataca. The Banco do 
Portugal issues escudos, the Banco do Angola, angolars; and the Banco 
Ultramarino in Portugal the rupees and patacas These banks are pri- 
vately o\\'ned, and the amount of money which each may issue is con- 
trolled by the government of Portugal 

Under the control of the central government, each colony has had 
a certain degree of autonomv since 1933 in its financial aSairs. In 1951 the 
colonies were termed overseas provinces, and their autonomy was in- 
creased. Monetary transfers between members of the Area are free, but 
exchange controls between the Area and other countries are adminis- 
tered by tlie Metropolis Import and exchange licensing, according to 
the Portuguese standards, apply to transactions with outside countries. 
Residents of the Area are obliged to turn their earnings of foreign ex- 
change, either durectlv or indirectlv. over to the Bank of Portugal and 
those who require it for foreign transactions must obtain it from the 
same source Transactions between the Area and other countries take 
place in escudos. 

Prior to 1946 Portuguese exchange controls were not very strict. 
During World W'ar II the Escudo Area accumulated large holdings of 
foreign exchange for many of the members \x ere neutral and sold large 
amounts of raw materials to the Allies After 1946 these reserves were 
drawn down due to the heavx imports of the Area and the fact that one 
of the principal customers, (he United Kingdom, was going through a 
period of austerity vnth tighdy controlled and reduced imports. 

The rather close relation between the Sterling and Escudo Areas 
has loosened somewhat during recent years Portugal joined the Euro- 
pean Pajments Union in 1951, and its currency was one of the stronger 
ones in that Union Since Portugal is on a foreign exchange standard its 
earnings of exchange are one of the determinants of the total volume of 
money and credit in circulation This volume may follow balance of pay- 
ments surpluses and deficits, nsmg as the holdings of foreign exchange 
increase and declining as they fall 

In recent v ears the government of Portugal has taken steps to develop 
and to centralize its investments in its Provinces A program of invest- 
ment has been arranged, and a fund established for their development. 
A form of export lax has been levied upon the exports of specified raw 
materials and the receipts from the tax serve to build up this fund. 

Exchange comings of the Area. Table 10.4 shows the international 
transactions of the Escudo Area Dvinng 1948-1939, metropolitan Portugal 
had a balance of pavinents defiat in everv year, but the Overseas Tern- 
tones and Area as a whole, except in 1948 and 1949, had a surplus. Since 
there has been a heavy inflow' of both priv-ate and oEGaal capital as well 



182 


MODERN tNTERHA.TlONA.E ECONOMICS 


[CJ>. »0 


TABLE 10 4 


BaI^NCE of PAYkfZNTS SURPLtKES AND DEFICITS OF THE EsCUDO Ar£A 


Year 

1948 

1949 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 


(In millions of escudos) 


Balance of 
Metropolitan 

-3149 

-28S9 

-931 

-417 

-1670 

-1223 

-955 

-1050 

-1430 

-2286 

-1834 

-2694 


Balance of 
Overseas 
Temtones 


45 

425 

868 

2331 

1702 

2976 

2460 

1956 

2298 

2242 

2962 

2807 


Errors and 
Omissions 

138 

398 

534 

265 

389 

332 

-117 

108 

174 

219 

52 

-15 


Net Balance 
Escudo Area 

-2966 

-2036 

471 

2179 

421 

2085 

1388 

984 

1042 

175 

1160 

98 


Source' Balance of Paymer\ti yearbooks, Inlemalional Monetary Fund. 


as unilateral transfers in the form of aid, during the period under consid- 
eration, Portugal’s balance of payments defiat is found principally in the’ 
current account The provincial or territorial members of the Area 
earned more than enough foreign exchange, except in 1948 and 1949, to 
counterbalance these deficits of the MebropoLs Exchange-tvise, Portugal 
was heavily supported by the receipts of the overseas members of the 
Area and it is the only monetary area where such a situation prevails. 

Future of the Escudo Area. The advantages of the Escudo Area to 
Portugal are obvious, but the advantages of the Area to the Overseas 
Territory members are not as clear. They enjoy the use of an interna- 
tionally recognized currency, the resources of the Lisbon money market 
and the investments, ofiiaal and private, of Portugal Attached to an- 
other monetary area, or using another international currency, they would 
doubtless fare just as well, if not better Several other currencies are 
superior to the escudo as international media of exchange, and other 
money markets are larger, more flexible and better organized than those 
of Lisbon. Since these temtones are Urge net earners of foreign exchange, 
they would doubtless be welcome members of other currency areas or 
users of other metropolitan currenaes for their foreign exchange tran- 
sactions. Portugal and the overeeas members of the Escudo Area are 
less complementary in foreign trade than the members of either the 
Sterling Area or the Franc Zone. The Escudo Area appears to be more 
politically- than economically-onented 

The importance of the Overseas Temtones of the Escudo Area to 
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the Metropolis doubtless explains, in part, the strong desire of Portugal 
to retain its colonial empire and the efforts of some of the territones to 
leave it. Of all the regional monetary arrangements, the Escudo Area 
has the most problematical future. 

Summary 

Although the three regional monetary' organizations, the Sterling 
Area, the Franc Zone and the Escudo Area, have much in common 
there axe sharp differences among them. From the point of siew of their 
foreign exchange posihon, the metropolitan countries x’ar)’ from com- 
plete dependence upon the earnings of the members, as in the case of 
the Escudo Area, partial dependence as with the Staling Area, to net 
contributions to the earnings of the members by the metropolis as in the 
case of the Franc Zone. 

These areas and zones are often termed regional monetar)’ organi- 
zations. The term regional is not here employed in a geographic sense, 
but to describe a situatioTi which is more than national but not vet 
international In addition, these institutions are also often called s>’s- 
tems of multilateral trade and paiments, but they are much more than 
that. They are devices for the pooling of foreign exchange and oper- 
ate under the lheor>’ that a xommon pool of currencies is better for 
each member than a s>‘stem of indmdual countr\ reserves In this 
respect, however, they are of greater advantage to some members of the 
pool than to others .\reas and zones tend to smooth out the peaks of 
high and low’ exchange earmngs of all of the members, proxide for ex- 
change stabiht}' and afford a cushion which each member can use m 
time of stress- 

The areas and zones introduce a strong measure of uniformih in 
the world’s foreign exchange legulatiom and restnctions and make the 
life of the foreign trader somewhat easier since he has fewer s\ stems 
and regulations to master. On the other hand, foreign exchange restric- 
tions may be applied to areas which, dn not need and would notrother- 
wase use them These institutions also are desaces cmploxed to tie the 
trade of the members to the metropolis sometimes to the detriment of 
non-member countries. Tbe\’ serx’e to strengthen, or to replace, colomal 
sx’stems by partially integrating the economic sj’stems of the members 
with those of the mother couotrx’. 

The next chapter examines the trade of nations in merchandise and 
services which is the largest earner and spender of foreign eschange and 
which renders these monetarx’ unions an often useful adjunct of trading 
relationships. 
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QUESTIONS AND PROBLEMS 

1 Are regional monetary areas and zones a substitute for an international 
mcnetaiA’ system® W'hy or why not® 

2 The statement has been made that monetary zones and areas had their 
beginnings in the days of Mercanbhsm Explain what is meant by that 
statement 

3 Describe the changes which were made in the sterling monetary systems 
m 1931 and 1939 showing how these changes came about 

4 Describe the systems of exchange controls used by the monetary areas, 
explain \'hv they were used and sketch some of their economic effects 

5 If the Sterling Area were to be dissolved what effects might this have on 
(a) the United Kingdom, (b) the member countries® 

6 Should the Sterling Area be enlarged to include other nations® Explain. 

7 Contrast the Sterhng Area and the Franc Zone In what ways are they 
similar and in what different® 

8 Whv does the French goxemmait continue the Franc Zone® WTiy do the 
other member states continue to adhere to it® 

9 Should the Franc Zone be enlarged to include other states® Explain. 

10 Sketch the pnncipal features of the Escudo Area and contrast it ivith the 
Sterling Area and the Franc Zone 

11 Should Portugal attempt to enlarge the Escudo Area to include other 
countries® Explain 

12 Should the United States establish a Dollar Area similar to existing areas 
and zones® \\Tiv or why not® 

13 Comment on the statement, “As long as the United Kingdom is the center 
of the Sterhng Area, it no longer needs an empire ” 

14 If all currencx areas were abolished would world trade be benefited or 
hindered® 

15 Do monetary areas advance or retard the development of world trade? 
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The Current Account: The Export and 
Import of Merchandise and Services 


“Nahire seems to ba%e intended that mutual dependence should 
unite all the inhabitants of the earth into one commercial family. For 
this purpose she has indefimtely diversified her ossm products m es’eiy 
climate and in almost every- extensive district For this purpose, also, she 
seems to have varied so extensively the wants and the productive powers 
of the different races of men. The supenont) of modern ov-er ancient 
wealth depends m a great measure on the greater use we make of these 
varieties.*' 

Nassau Senior's words provide a \1\id expression of the nature of 
commercial relationships in the world economy. The iniemational flow 
of goods and services is perhaps one of the strongest bonds among the 
peoples of many lands Trade is an integrating factor because it creates 
interdependencv- or a mutual reliance on the output of other economies. 
A free movement of products not only helps satisfy the div-erse wants of 
mankind, but it is also essential for a more effective use of scarce re- 
sources. In this chapter, the role of the Cmtcd States in the flow of goods 
and services among nations is examined. 

'Sature of the current account. The transactions which reflect the 
export and import of merchandise and services comprise that part of 
the balance of payments known as the current account. In fact, however, 
there is nothing more “current” on this account than there is on the 
others This is parbcularly true of short-term capital which frequently 
takes the current accounts counterbalancing entries The reasons which 
underlie this grouping stem from the insistence of the Mercantilists upon 
the advantages of a favorable balance of trade on the merchandise and 
service accounts, and the usage which they originated prevails today. 

* Senior, Nassau .4n Outline of the Science of Fohticd Econcrry London 
Ceor-je .\llen and Unwn Ltd Published in The Librar> of Econonucs, 1938, p. 76. 
(first editioa published in 1S36.) 
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The Balance of Trade of the United States 

A country’s balance of trade denotes the relationship between the 
value of merchandise exports and imports As shown on Table 11.1, the 
U. S. has had a highly favorable balance on its merchandise trade since 
about 1940.* Merchandise exports have surpassed imports by an average 
of approximately $5 bilhon each year since 1941. The favorable balance 
of trade is not a recent development. This country has maintained an 
export surplus in virtually every year since the late 1870’s. Prior to that 
time the balance of trade was unfavorable for most years. A country’s 
balance on merchandise accounts has a bearing on its international 
investment position. The United States was a net borrowing nation dur- 
ing its early history, a factor which permitted an import -surplus at that 
lime. 


TABLE 11 1 

Excess or United States Merchandise Exports Over Ixipobta 
1921-1960 

(in millions of dollars) 
yearly average Value 

1921-25 947 

192640 744 

1931-35 312 

1936-40 737 

1941-45 6.537 

1948-50 5.170 

1951-55 4.502 

1956 60 5,544 

Source US Department of Commerce Slaltslicat AbHract of the Untied States IS61 
Washington 1961, p 880 

The export balance on merchandise has been financed by the flow 
of United States pnxale investment abroad, its foreign aid programs, 
the deficits on its service accounts dunng some periods and the occa- 
sional importation of gold 

Importance of Externa! Trade 

The United States has an abundance of natural and capital re- 
sources, regions with wide variations in climate are included tvithin its 
borders It is highly dependent upon the rest of the world for a variety 

- It should be noted that the data are here expressed in \alues Because of price 
movements, however, a change m then value is not always exactly comparable to a 
change in the qu.antity of trade Certain deficiencies exist in international trade 
statistics for international comparisons which stem from varying definitions and classi- 
fications, valuation and the rate of exchange employed 
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of strategic materials despite its fa\orable enTironment for diversified 
production. This country' is almost compleleh’ dependent upon foreign 
sources of nnbmony, beryllium, chrome, cobalt, industrial diamonds, 
manganese, natural rubber, incJ>.el, plahnum, bn and tungsten, ^^'lthout 
these materials, mans .American industries would be forced to curtail 
or shift operations 

Additionally, the United States relies upon evtemal areas for a 
\arietv’ of foodstuSs, especialK tropical and semi-tropical commodities 
such as bananas, coSee, tea, cocoa and mam ri'pes of spices which can- 
not be economicalh produced domesticalh because of climatic condi- 
tions The economy could sum\e Mithout these foodstuffs, but the 
selection ai’ailable to consumers nould be narrowed 

Relaiiie importance of trade Despite the fact that the Uruted 
States is dependent upon the rest of the world for certain materials, 
trade is not too important for this countr> in terms of total nabonal in- 
come. .\s shown in Table 112 its exports id 1959 amounted to about 
3 per cent, imports about -4 per cent, of national income The low ratio 
of trade to income is prunan!> due to several factors the national in- 
come of the United States is high, it is characterized b> diversified pro- 
duction and is ‘self-sufficient in man> respects It encompasses a large 
geographical area where production of a wide selection of commodities 
is possible Much \mencan domestic trade corresponds to the external 
trade within such continents as Europe and South .\merica xxhich are 
fragmented b> national boundaries. 

ADsoltife importance of trade The relative importance of external 
commerce can be quite deceptive Us significance is frequently under- 
estimated because it represents but a small percentage of national m- 
come. In absolute terms the combined value of merchandise exports 
and imports of the United Stales has surpassed that of any other nation 
since 1940. In a recent x ear its exports amounted to about SIT 5 billion 
and Its iinpoTts, S150 biDion The value of merchandise trade of the 
United Kingdom, the second largest in the world, was roughlx only 
about one-half that of the United States nve Netherlands, with one of 
the highest ratios of international trade to aationa) income, exported and 
imported from S3 5 to $4 billion wxiJih of goods 

The importance of ibe intemahonal commerce of the United States 
is also suggested by the fact that its trade represents a large share of 
global commerce According to the United Nations’ Yearbook of Jnfer- 
natioruil Trade Statistics, the total value of world trade increased from 
^36 3 billion in 1950 to S100.6 billion m I960 The United States share 
of this trade ranged from about 17 to 21 per cent of the total 

Employment related to international trade The importance of ex- 
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TABLE 112 

Exports and Imports as a Percentase of Nationai. Income 
For Sriectsp CoranuES* 


Country 

Netherlands 

Venezuela 

Cuba 

Denmark 

Belgium-LtwembourgS 

Finland 

Switzerland 

Union of South Africa® 

Norway 

Austria 

Gennany 

Canada 

VieC-Nam 

Australia 

United Kingdom 

Argentina 

France 

Italy 

Columbia 

Japan 

Israel 

Phibppmes . 

Mexico 

Braal 

United States 


Exports 

43 

42 

35 

31 

25 

26 
25 
24 
24 
23 
22 
20 
20 
18 
18 
17 

14 

15 
13 
12 
II 
11 
9 
7 
5 


Imports 

~47 

25 
41 
36 
29 

26 
28 
28 
39 
28 

19 
23 
60 
17 

20 
17 
13 
IS 
15 
13 
26 
10 
12 
11 

4 


1 For the year 1959 

2 Based on Cross National Product National Income not available for year 
reported 

Includes South West Africa 


Source Internattanol Fmanctal Statistics International Monetary Fund. Washington, 
D C , Vol XIV, No 2 Feb 1961, pp 17. 36-39, and 48-287. 

ternal commerce is also reflected by the number of workers who gain 
their livelihood as a consequence of trade It has been estimated that 
trade provided employment for about 7 per cent of the American labor 
force or about 4 5 million workers in 1957 including worlcers emplo)’ed 
directly or indirectly in production for export markets in the handling 
and distribution of imported goods and in first-factory processing of 
imported materials.® 


The Composition of External Trade 

One of the interesting aspecte of United States trade relates to the 

See United States Department of Commerce "Role of Foreign Trade in the 
United States Economy " Statistical Reports W'ashington, D. C United Stater 
Government Printing Office, Novemba 1957, p 1. 
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secular change in the composition of its merchandise exports and im* 
ports. This change is due to a shift m the economy from a raw material 
to an industrial goods producer. 

The composition of exports. Exports and imports are frequently 
divided into five economic classes- crude materials, crude foodstuffs, 
manufactured foodstuffs, semi-manufactures and finished manufactures. 
The greatest shifts in the composition of United States exports have 
been in the crude materials and finished manufactures categories as 
shoivn in Table 11.3. Over one-half of the value of its e.xports has been 
in the form of finished manufactures for many years now. In 1820, the 
earliest date for which rehable foreign trade statistics are available, 

TABLE J13 

Ukited States Merckajojise Exports By Ecovosac Classes 
For Selected Years 
(in millions of dollnis) 

Per cent of total 

Total Crude Crode Manufactuied Semi- Finished 

Year value matenals foodstuffs foodstuffs rpanufactures manufartiires 
ISeO 20,300 127^ n 55 17 4 SoiS 

1950 10.142 18 7 73 63 111 56 6 

1940 3,634 118 18 42 22.9 59 2 

1930 3.781 21 9 4 7 96 13 6 50.2 

1920 8,080 23.3 114 136 11 9 39.7 

1910 1,710 33.6 6 4 151 15 7 29.2 

1900 1,371 24 8 16 5 23.3 112 242 

1890 845 36 6 15 6 26.7 5.4 15 7 

1880 824 i:9 5 32 3 23 4 3.5 11.2 

1670 377 56.8 11 I 135 37 14.9 

1860 316 68 7 38 12.3 4.1 11.3 

1850 135 62 2 59 14 8 4.4 12.6 

1840 112 67.9 4 5 14 3 4.5 9.8 

1830 59 62 8 51 16 9 6 8 8.5 

1820 52 596 38 192 9.6 58 

Source. 1820-1950, computed from U S. Department of Commerce. HistoriccI Statis- 
tics of the Vnited States Colonial Time* to 2937 YVashingtoo: 1960, pp. 544- 
545, 1960, U. S Department of Commerce. Sfoftsfica/ Abstract of the Vnited 
States 1961 Washington 1961, p 888 

only about 6 per cent of exports was in the form of finished manufac- 
tures. Tlie increasing importance of this type of export is primarily the 
outcome of the economic grov/th of Axis country and increasing e£Bo 
iency in the production of manufactured goods. 

Industriahzatiqyi was encouraged in the United States at an early 
stage throu^ the iropositiOD of protective tariffs. The United States also 
possessed an abundance of natural resources and received much capital 
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Jrom foreign countries. In addition, the productive capacity of many 
other industrial countries incurred sev’ere damage during both ^^’orld 
Wars while the United Stales was one of Uie few coimtries able to 
produce finished manufactures during these periods. 

A marked change in tlie proportion of crude material exports has 
also occurred This tj-pe of export provided well over half of the foreign 
exchange earnings of this country for many years prior to the Civil 
War, but now accounts for only shghtly more than 10 per cent of these 
receipts. 

Crude and manufactured foodstuffs have remained among the less 
important types of merchandise export since the 1930s. The Umted 
Stales has had a surplus of foodstuffs, especially since the end of the 
Korean conflict, but foreign markets for the surplus have not been ade- 
quate to absorb them. 

The composition of imports. The composition of United States im- 
ports for selected years since 1830 is presented m Table 11.4. The vol- 
ume of imports has been more evenly distributed m recent v ears among 
each of the five different categories than was the case with exports 
Furthermore, the composition of imports, witli the exception of finished 
manufactures, has not changed as much as that of exports. 

Crude and manufactured foodstuffs have constituted about one- 
fourth of the value of all merchandise obtained from abroad in recent 
years To a great extent these imports consist of tropical and semi- 
tropical commodities w'hieh cannot be economically produced domes- 
tically such as bananas, cane sugar, coffee, cocoa and tea. Coffee in some 
years has been the leading commodity import m terms of total value. 
Crude materials have constituted about one-third of the value of all 
imports since the turn of the century. 

For many recent years, finished manufactures have represented less 
than one-third of the total value of merchandise imports whereas this 
category’ of exports accounted for almost two-lhirds of the value of all 
goods shipped abroad The United Slates was a net exporter of raw 
materials and a net importer of manufactured goods during its early stages 
of growth Since the turn of the century this country has maintained a 
deficit position in raw materials and a surplus in manufactured goods. 

The trend of imports of finished manufactures for the period ^50- 
1960 is unusual In 1950, imports of this type constituted about 1" per 
cent of the value of all imports In subsequent years these impor^ 
showed an upward trend, and during 1959 and 1960 they represented 
about one-third of the total In absolute terms, the value of fimslic 
manufactures increased from about $1 5 billion to slightly more than 
?5 billion during 1950-1960 This movement refiects the economic recon- 
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TABLE H.4 


United States Merchandise Imports bv Economic Classes 
For Selected Years 
(is inilhons o{ dollars) 


Year 

Tot.il 

value 



Per cent of 

TOTAL 


Crude 

materials 

Crude Manufactured Senu- 
foodvtuffs foodstuffs manufactures 

Finished 

manufactures 

1960 

14,652 

20 6 

11.8 

107 

21.1 

35 9 

1950 

8.743 

282 

200 

10 3 

£43 

17.2 

1940 

2,541 

39.8 

112 

10.9 

220 

181 

1930 

3,061 

32.7 

131 

96 

19 9 

24.7 

1920 

5,278 

338 

11.0 

235 

15.2 

166 

1910 

1.557 

37.1 

9v3 

117 

18 3 

236 

1900 

850 

33.2 

116 

15 6 

158 

239 

1890 

789 

22.8 

162 

169 

14.9 

29 3 

1S80 

668 

213 

150 

17.7 

166 

29.5 

1870 

436 

13 1 

124 

220 

128 

40.0 

1860 

354 

113 

130 

169 

99 

48 6 

1850 

174 

7.5 

103 

121 

150 

54.8 

1840 

98 

122 

153 

153 

112 

449 

1830 

63 

79 

11 i 

139 

79 

572 


Source 1830-1950, computed from U S Deportment of Commerce HutcricefSttifu- 
<«ea 0 / tfie Untied Stores Cofonuif Times to 195? Washington 1960, pp 544- 
545, 1960, U S Department of Commerce Stottsftcof Afcrtroct of tfte United 
Hates 19S1 Washmgton 1961, p 88$ 

struction of Western Europe and the abibly of producers in that area 
to compete in United Stales markets Much of the increase in imports 
of finished manufactures has been in automobiles and various types of 
machmer)’. 

The basis for trade According to modem economic theory, inter- 
national cost differences arise because of the relatively unequal factor 
endowments of the s anous trading regions. A region exports commodi- 
ties which embody relathel} abundant factors of production and im- 
ports those which utilize relatively scarce factors. Transportation costs 
aff^ect international trade, generally reducing the volume of items 
which are bulhy relative to their unit value. The level of national in- 
come influences both the volume and composition of trade, and trade 
restrictions alter the volume, composition and direction of trade. 

The industrial development of the American economy, the high 
per capita income and the use of trade restrictions are reflected in its 
exports and imports This country is today an exporter of finished 
manufactures, of new vehicles, machinery and equipment. These items 
are the product of a well-educated population and a skilled labor force. 
They are also the product of a large body of scientists, engineers and 
others who have pioneered in new fields, who have sought to find better 
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ways of doing things and who have created new products. To a great 
extent, trade with other nations reflects the heavy investment of the 
United States economy in human and capital resources. 

The Direction of External Trade 

An interesting aspect of the merchandise trade of the United States 
is the gradual shift in markets for exports and sources of imports. This 
direction of trade according to geographical area is closely related to the 
commodity composition of trade. Trends in the direction and composi- 
tion of trade are the result of commercial policies of different nations, 
changes in consumer income and demand, population growth, the dis- 
covery and use of natural resources and developments in technology, 
among other things. 

Direction of trade, exports The direction of export trade of the 


TABLE 115 


Distaievtion op United States Merchandise Exports by Geocraphical Areas 
Fob Selected Years 
(in nuKions of dotlarsj 


Year 

1959 

1950 

1940 

1930 

1920 

1910 

1900 

1890 

1880 

1870 

I860 

1850 

1840 

1830 

1821 


Total 

15,779' 

9,642' 

4,021 

3,843 

8,228 

1,745 

1,394 

858 

836 

471 

334 

144 

124 

72 

55 


Per 

Other 

American 

countries Europe 

47 3 291 

494 300 

37 3 40 9 

35 3 479 

31.0 54 3 

27 4 65.1 

10 3 74 6 

15 5 797 

111 86 0 

16 8 809 

207 746 

20 8 757 

24 2 74 2 

320 667 

273 655 


AusCralu 

and 

Asia Oceania 

173 20 

15 6 14 

154 23 

117 28 

10 6 2.1 

45 19 

49 30 

2 3 1.9 

14 8 

.9 1.1 

2 4 2 4* 

21 14 * 

.8 -8* 

14 
38 


Africa 


43 


24 

20 

10 

1.4 

.6 

.6 


• Values do not show total meichaudise exports for these years For security rea- 

sons, data for a relatively smatl amount of exports to particular continents ate JW 
available , , 

* For the years 1840-1860, exports to Australia. Oceania and Africa are combin 

Source 1821-1950, computed from U S Department of Commerce 

tics of the United States Colonial Tones to 1957. Washington 19®9> PP 
551, 1959, U S Department of Commerce StaMicd Abstract of the Unisea 
States 1960 tViyhington 1960, p 894 
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United States M'ith other major trading areas for certain \-ears since 
1821 is shoM-n in Table 11.5 Probabh the most stnldng change in the 
direcbon of merchandise trade has been the decline in the proportion of 
United States commodities shipped to Euirope. Europe, wliich provided 
a marhet for over three-fourths of American e.'qiorts during the late 
nineteenth centurj*, presently accounts for less than a third. 

The iticreasmg relative importance of other western hemisphere 
countries, Asia and Africa as markets for United States evports has 
tended to offset the decline in European markets. With the exception of 
Canada, these other countnes are siibstantiallv less developed than the 
United States and Western Europe The underdeveloped areas of the 
world are primanl) raw matenal producers, accoidinglv there e.xists a 
high degree of complementantv' of the production of these economies 
with that of the Umted States. Latin American markets, for example, 
since 1931 have become about as important as those m Europe for 
United States products. 

Intemahonal trade does not consist solely of merchandise ex- 
changes between paws of countnes producing primary goods and finish- 
ed goods To the extent that world trade is mviltilatera! m nature, the 
export balance of one counhy with a second may offset an import 
balance against a third country Complementary’ production in many 
commodities prevails among mdustnalized countnes as well os with tlie 
less-developed. A large share of world commerce onginates m the 
economically advanced and high income countnes because high per 
capita incomes are one of the more influential determinants of the 
volume of trade. 

Direction of trade: imports. As a counterpart of the relative shift 
in export markets, sources of United States imports have also changed 
o\ er the years. Europe supplied over half of the value of American im- 
ports prior to World War 1 but now provides substantially less of 
the total as Table 11.6 shows. The volume of trade between these two 
areas is influenced by two major counteracting factors First, the fact 
that their production lacks the degree of complementarity character- 
istic of that of the United States and Lahn Amenca reduces American 
trade with Europe The second, and offsetting, factor is the high income 
and demand in the United States and Europe which influence a larger 
volume of transactions between the two regions 

Other American countries have become relatively more important 
as sources of United Stales imports, especially Canada. The proportion 
of imports from Latin America has remained fairly constant since the 
1870’s despite the fact that this region has become a principal export 
market for the United States. 
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Although the United States is becoming slightly more important as 
a market for products from Africa, the volume of goods purchased from 
that continent is still not significant It is unlikely that trade behveen 
these two areas will expand greatly in the foreseeable future. Because 
of its geographical location, Western Europe which formerly procured 
a substantial volume of primary commodities from Latin America is now 
-obtaining a greater share of these commodities from Africa. In addition, 
many of the African regions either participate m the Imperial Preference 
System or are associated with the European Economic Community, and 
their trade is tied more closely to countries other than the United States 


TABLE 116 


SocuCEs OF United States XIerchakdise Imports by Geographical Areas 
For Selected Years 
(in milLons of dollars) 


Year 

Total 

value 


Per cent of total 

Other 

Amencao 

countries 

Europe 

Asia 

Australis 

and 

Oceania 

1959 

15,212 

46.5 

303 

17.1 

2.2 

1950 

8,852 

572 

157 

192 

23 

1940 N 

2,625 

415 

14.9 

374 

1.3 

I'dSO 

• 3.061 

390 

29.8 

28 9 

11 

1920 

5,278 

460 

23.3 

26 5 

IJ 

1910 

1 1,557 

323 

518 

13 5 

L3 

1900 

850 

26 4 

519 

17.2 

34 

1890 

789 

302 

570 

10 3 

22 

1880 

668 

317 

555 

11 1 

10 

1870 

436 

351 

553 

65 

5 

1860 

354 

29 4 

61.3 

82 

1 r 

1850 

174 

21 9 

71.3 

63 

6* 

1840 

98 

255 

646 

10.2 

1.0* 

1830 

63 

27.0 

635 

79 

16* 

1821 

55 

27 3 

63.6 

9 1 



* For the years 1830-1860, imports from Australia, Oceania and Afnca 
bined 

* Less than $ 5 million 


Africa 

3.9 

56 

80 

2^ 

2.8 

11 

13 

.4 

.6 




Source 1821-1950, computed from U S Department of Commerce HistortcaC Sta- 
tics of the United States Colonial Times lo 1957 Washington 1960, pp ^ 
553, 1959, U S Dep.irtmcnt of Commerce Statistical Abstract of the Unitea 
Slates I960 \\'ashingtoi> 1960, p 894 


Direction of trade other aspects The changing direction of Unit 
Stales trade stems from a number of factors. This country has evo % e 
from an agricultural and raw mateRal producer to a highly industfla 
ized nation Numerous countries ha^e passed through similar stages 



Ch. 17] CURRENT ACCOUNT EXPORT IMIOia OF MERCHANDISE AND SE7W1CES 197 

while others exhibit little evidence of economic development or hav'e 
not advanced as rapidK as this country. As the United States achieved 
a high degree of efficiency in the production of new and different com- 
modities, profitable export markets for consumer and investor goods were 
sought and obtained. In addition, its import needs changed as a result 
of an increased demand for industrial raw materials and a variety of 
consumer goods. 

A shift m the composition of trade frequently leads to a change in 
the shares of imports supplied by the different regions When the United 
States became a net exporter of finished manufactures, imports from 
other industrialized areas, espedally Western Europe, became relatively 
less important. 

According to one study covering the years 1928-1956, the direction 
of international trade has been influenced significantly by regional 
groups whicli maintain political control over tbeir payments * These 
groups include the Sterling Area, the European Payments Union and 
the Dollar Bloc® Payments for imports have^ been easier within the 
regions than across their boundaries. Tliese regional monetary groups 
have forced trade into certain channels Trade has become increasingly 
important between the United Stales and Canada and parts of Latin 
America as a result of the Dollar Bloc. 

Future trends m foreign trade Projections of ^ future marl^ls and 
sources of imports for United States business firms are hazardous be- 
cause they depend on a variety of unpredictable pobtical and economic 
circumstances ® The geographic location of markets and the composition 
of exports depend upon such factors as the extent of regionalism in 
Western Europe and Latin America, economic expansion in low-income 
countries, developments in the cold war and technological improve- 
ments in production, to mention but a few If the United States and 
Canada were to join in a common market arrangement, trade with 
Canada, already at a high level, would quite likely become even more 
important. A change in the nature of the domestic farm program might 
also hav’e a significant impact on the composition and direction of trade. 
A shift in consumer tastes influences the composition of trade. Automo- 
biles, one of the leading types of American exports, provide a good 
illustration. As a consequence of a diange in consumer tastes, the com- 


* See Thorbecke, Enk The Tendency Towards Eegionahzation in International 
Trade 1928-1956 The Hague Kfaitunis Ni|hoff, I960, pp 170-215. 

* The Dollar Bloc, it should be noted, is not a zone or area 

* The unpredictability of future trade can be illustrated by the case of Cuba. A 
large share of Cuba's trade was with the United Stales until 1960 Since then, com- 
merce betw een these two countries has declined dtaiply. 
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pact and more economical foreign automobile became a major import, 
reaching its peak in 1959. This type of import declined in 1960, presum- 
ably because of the subsequent appearance of the American compact car. 

Other Characteristics of External Trade 

The volume of external commerce, especially import trade, is close- 
ly related to changes in the level of ewmomic activity in the United 
States and is strongly influenced by both cyclical and secular move- 
ments in national output. 

Trade and the business cycle Trade tends to decline during periods 
of domestic recession and to expand during recovery and prosperity. A 
rising level of production, employment and income normally results in 
increased demand for domestic and imported goods and services. A 
declining level of business activity and income induces a contraction in 
the demand for domestic and imported commodities. One study of 
American imports since the Civil War indicates that there is a direct 
relationship between the business cycle and imports.^ The same study 
concludes that imports have fluctuated more widely both In terms of 
value and quantity than domestic production in all major business 
cycles since the Civil War. 

The volume of trade depends not only upon the level of business 
activity Vi the United States, but also upon that in foreign countries. 
Developments abroad serve either to offset or to accentuate domestic 
influences ‘on foreign trade. However, because of the magnitude of the 
American economy, domestic developments generally tend to be the 
dominant factors. 

The tendency for United States imports to decline in conjunction 
with domestic recession has a strong impact on many foreign economies 
Most countries which export to the United States are smaller than this 
country, and their economies are more closely geared to external com- 
merce. Accordingly, a slight decline in United States imports may have 
a disruptive effect on the balances of payments of many smaller nations. 
Continued prosperity in the United States is probably one of the essen- 
tial conditions for accelerating economic growth in low-income coun- 
tries. A high and stable level of employment in this country induces a 
large volume of imports, thus providing a part of the foreign exchange 
receipts required by developing areas 

Secular growth and United States trade. Another characteristic o 
international trade is -that it has shown an upward trend following te 
expansion of production. Increasing mcome and demand induce a ig 

^ Humphrey. Don D American Imports New York The Twentieth Century 
Fund, 1955, pp 39 71 
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er volume of trade. Better transportation and communication systems 
have also stimulated commerce among nations. 

Although the external trade of the United States is expanding, 
statistical evidence indicates that it has not growm quite as rapidly as 
its gross national product. The ratio of trade to national product has 
fluctuated widely in the short-run, but it appears to have declined 
slightly on a secular basis. In the late 1800s the value of exports and 
imports each ranged from about 6 to 8 per cent of gross national pro- 
duct, in the 1950s exports v’aried from 4 to 5 per cent and imports about 
3 per cent of the gross national product. This primanly reflects the fact 
that, as the United States advanced econonucally, domestic production 
became more diversified The United Slates agricultural sector produces 
a greater volume of food products than that needed for domestic con- 
sumption and its manufactures are more than sufficient in many lines 
to sen'e domestic requu-ements. Accordingly, it became less dependent 
upon the rest of the world as it became more advanced Essentially, its 
dependence upon the rest of the world is limited to certain strategic ma- 
terials and to foodstuffs which contribute to the variet>' in consumer diets. 

The failure of trade to expand as rapidly as gross national product 
IS partially a result of the development of x’arious sjmthelies which 
serve as substitutes for imported goods S)*nthetic rubber replaces nat- 
ural rubber for man> purposes. Raw silk, one of the leading imports in 
the pre-World War II period, has been replaced by man-made fibers 
for manj' uses. In some cases the development of s>’nthetics has altered 
the composition, but not necessarily the volume, of trade 

Another factor xvhicb has pre\’ented trade of the United States 
from expanding as rapidly as its gross national product is the existence 
of tariffs, quotas, and other impediments to international commerce. 
Ibis country', like many odiers, has curbed the %’olume of imports but 
it usually has not placed restrictions on domestic production A greater 
volume of commodities would be obtained from external sources if these 
barriers did noV eidst 

Services 

The second category in the current account consists of the various 
tj-pes of se^\^ces rendered to and received from foreigners These in- 
clude transportation, traiel, returns on capital in\-estment and miscel- 
laneous sen’ices For obWous reasons, die semce accounts are frequent- 
ly termed “imisible” items of trade. A summaiy of United States ser- 
vice accounts for the period 1950-1960 is shown in Table H.7. The 
items presented in this Table do not include military expenditures 
abroad and therefore are primanly of a commercial nature. As was true 
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m the case of merchandise trade, this countr>’s earnings from ser\ices 
ha\'e been greater than its expenditures for them Receipts exceeded pay- 
ments by slightly more than $2 billion a \ear on the a\erage during this 
period. 

Transportation. PajTnents and receipts for transportation are among 
the more important of the service items Tlus account includes revenue 
and disbursements incurred in the international movement of goods 
and persons The expenses incurred for transportation are directly re- 
lated to the volume of intemational trade ® During the period 1950- 
1960, transportation receipts pronded about 26 per cent of all sennee 
receipts and transportation payments accounted for about 35 per cent 

TABLE 117 

United States Sermce Receiits and Payments, 195M960 
(in milbons of dollars) 


Receipts Payments 


Type of ser- 


Percent 


Per cent 

Balance on 

vice account 

Value 

of total 

Value 

of total 

service account* 

Transportation 

16,641 

256 

14,532 

348 

■l■2,109 

Trav el 

7,450 

115 

12,903 

30 9 

>5,453 

Investment returns 

26,546 

408 

6,129 

14 7 

-f-20.417 

Miscellaneous 

14,395 

221 

8,240 

197 

-I-6.I55 

Total 

65,032 

100 0 

41.804 

100 0* 

+23.2i8 


* ( -f- ) indicates surplus, (— ) indicates deficit 

* This total IS not equal to the sum of the items because of rounding 

Source Computed fnrni Exjyorts, Imports, and the Untied States Balance of Interna- 
tional fayments A Study by the Leg'slttive Reference Service of tlie Library 
of Congress Senate Document No 105 Washington. May 1960, p. 44, tnd 
Surtev of Current Business, U S Department of Commerce, July 1961, p ^ 

of all service payments. The United States earned more than it paid for 
transportation for this eleven-year period although payments slightly 
exceeded receipts during 1959 and 1960 

The ability of the United States to maintain a surplus on the trans- 
portation account dunng most years has been due in great measure to 
the government's pohc)’ ol su'k^dizing the construction and 
of ocean vessels and to cargo preference or the use of American bot- 
toms for foreign aid shipments This policy is based pnmarily on t e 
argument that a large and active transportation industry is essentia 
for national defense Because of government assistance, American ship- 

* Transportation expenses could conceivably deebne even wth expa^ed 
trade especially if trade between contiguous areas increased, and decrease ® 
distant areas Technological developments in transportation might also reduce 
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ping concerns have been able to absorb a greater share of the world 
shipping than what would otherwise be the case. 

Travel. Travel lepresents another important source of receipt and 
payment in the service accounts United States receipts for travel in- 
clude the personal expenditures of foreign residents in this countr>’ and 
its pa>Tnents cover similar expenditure of American residents in for- 
eign countries. As shown in Table II 7 this countr>’’s travel receipts 
proiaded almost 12 per cent of its total ser\ice receipts, and travel ex- 
penditures constituted about 31 per cent of its total service pa>’ments 
during the eleven-year period An upward trend m travel expenditures 
and receipts reflects increased personal incomes, longer vacations, im- 
proved transportation facihhes, belter living accommodations and a 
'larger volume of world commerce 

Unhhe many other items in the current account. United States 
travel payments have exceeded receipts In other words, the American 
tourist trade abroad is mote important in absolute terms than foreign 
tourist trade in this country. This import surplus suggests a greater 
willingness and abilit>’ of Americans ta travel abroad The United 
States government established a Travel Service in 19S1 to persuade 
more foreigners to travel in this country- 

The expenditures of Amencans in Canada on this account are be- 
coming relatively less important, those m Western Europe and the 
Mediterranean relatively larger while the proportion spent in othef* 
areas has remained relatively constant Residents of the United States 
are net only willing to do more traveling, but they are inclined to travel 
greater distances. 

Payments and receipts on capital mcesiment \ third source of 
revenue and expense arises from eartuugs on .Amencan capital in foreign 
countries and foreign capital in the Umted States Receipts accrue as a 
consequence of the payment of dividends and Interest to the United 
States gov'emment and American residents who hold investments 
aoroaci ’Pavinents arise when domesbc residents remit interest and pro- 
fits to foreign investors in this countiy Pavments and receipts on capital 
investment have accounted for a substantial share of the total dis- 
bursements and revenue m the current account since 1950 and are 
examined in greater detail m chapter 14 

^lisceUaneous serctee receipts and payments In addition to travel, 
transportation and returns on investment, a wide range of items is 
included in the miscellaneous service account. They include pajments 
and receipts for such private services as communications, reinsurance, 
motion picture rentals, certain t>-pes of ro>aIties, contractors’ services 
as well as certain tvpes of government service transactions. Because 
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the value of these individual service items is smaU, they are grouped 
into a miscellaneous category. In the aggregate, as shown in Table 11.7, 
they represent an important form of American receipts and payments 


QUESTIONS AND PROBLEMS 

1. What have been the most important changes in the composition of mer- 
chandise trade of the United Stales? Account for these changes. 

2 The composition and direction of United States trade have changed over 
the past 150 years What changes can be expected m the future? Indicate 
the factors which cause them. 

3. “The value of United Stales exports is equivalent to 5 per cent of national 
income Therefore external trade is not important to this country.” Com- 
ment on this statement. 

4 Explain why United States trade with Latin Amenca is more important 
than trade wnlh Africa 

5. Many foreign countnes are concerned lest the United States fail to main- 
tain a high level of empIo>'inent and income Why should these countries 
be concerned with the domestic affairs of the United States’ 

6 Indicate the vanous factors which are conducive to a high level of mer* 
chandise trade beriveen countries. 

7 Some persons suggest that m the interests of national security, the United 
States should reduce its imports and become more self*sufEcient. Can the 
United States become completely self-sufficient’ Would it be desirable to 
become less dependent upon other countnes’ Whv or why not’ 

8 Travel payments have exceeded travel receipts in the United States current 
accounb for many years What could the United States government do to 
increase these receipts? Could they be increased to equal travel payments 
without restncting the travel of Amencans abroad’ \''^y or why not’ 
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Unilateral Transfers 


“It is logical that the United States should do whatever it is able 
to do to assist in the return of norma! economic health in the world, with- 
out which there can be no political stability and no assured peace. Our 
policy is directed not against any country or doctrine but against hunger, 
poverty, desperation and chaos. Its purpose should be the revival of a 
working economy in the world so as to permit the emergence of political 
and social conditions in which free institutions can exist, Such assistance, 
I am convinced, must not be on a piecemeal basis as various crises 
develop Any assistance that this Government may render in the future 
should provide a cure rather than a mere palliative. Any government that 
IS willing to assist in the task of recovery will find full cooperation, I am 
sure, on the part of the United States Coveroment." 

This statement was made in 1947 by Seaetary of State George C. 
Marshall. Through Lend-Lease operations of previous years, the United 
States government assisted the Albed countries in Europe in the cam- 
paign against the totalitarian powers It committed itself to aid economic 
recovery m the aftermath of that campaign through the Marshall Plan 
which emerged subsequent to Secretary of State Marshall’s speech. 

Most United States government assistance took the form of loans 
during the early part of this century and through the first World War. 
Because of the defaults on many of these loans, since the beginning of 
World War II emphasis shifted toward the use of unilateral transfers as 
a substitute for government loans. Hoivever, there was a movement back 
to the use of loans in 1938 and subsequent years. 

The Nature of Unilateral Transfers 

Pricate tmihteral transfers. The smallest component of total unilat- 
eral transfers is tlial represented by the gifts of private residen^ an^ 
instihitions. A variety of circumstances prompt this t>'pe of transfer o, 
domestic purchasing power, goods and sendees to foreigners. Immigran s 


204 



Ch. 12} UNIUlERAl TRANSFERS SOS 

frequently send remittances and merchandSse to their families or friends 
abroad. Kfeligious groups make funds available for the establishment 
and maintenance of missions abroad. Such groups as CARE and the 
American Red Cross provide emergencj’ assistance overseas. Other char- 
itable, educational and scientific organiiations supply funds overseas for 
hospitals, education, research, food, medicine and clothing. Private trans- 
fers haie been overshadowed by goi'emment umlateral transfers, which 
hai’e increased substantial]) since the beginning of World W'ar II Table 
12.1 shons total unilateral transfers, both government and pri\*ate, for 
selected jears since 1943 

Covemment tmilaicra} tramf'rs. Government unilateral transfers 
include such aid programs of the United States as Lend-Lease, UNRRA, 
Interim Aid, the European Reco\er\' Program, Technical Assistance Pro- 
grams and some of the Mutual Security Programs.* Another type of 
go\*emment unilateral transfer includes reparation pajments to or from 
foreign go\erninents. 

Usually no repa)Tnent is anticipated with go%eroment unilateral 
transfers. However, the reapient of such transfers may be eTpected to 
cooperate in the achievement of common objectives United States assis- 
tance is sometimes eirtended on the assumption that terms of repa>’ment 
vril] he established at a later date and is initially classified as a grant or 
unilateral transfer. Only when an arrangement for repayment is concluded 
is the transaction classified as a loan. 

Cotcrnmcnt unilateral transfers ccrstis loans. A large share of United 
States foreign assistance has been in the form of gov emment loans, and 
sooner or later a borrowing country must make repayment. Loans may 
eventually impose a strain on (be balance of pajments of the recipient 
country. Grants are advocated in instances where the repajment of a loan 
would impose a burden on the economic capacitj’ and balance of paj- 
ments of the recipient coiintr)’. Loans are feasible if the recipient country 
possesses the capacity to meet future interest and amortization obligations 
or when they serve to increase Ibis capacilv'. Grants wbidi do not impose 
a strain on the balance of pav-ments have become the principal form of 
United States foreign assistance since the beginning of World IT 

Background for the changed composiYion of goicmnicnf assistance 
The infiuences which motivated the grant tj’pe of foreign assistance can 
be traced to U'orld War I Dunng this war. the Allies were compelled to 

* There bttJe agreement on the definiuoa of foreign aid. Some maintain that 
it should be defined to include Lang-temi KOv^imient loans, those tep.v>able in local 
currency ns well ns ctw cn-went Othcrv iiuast that shov’d be defi-'^'d to 

include Eovemment short-term Wwns The form of foreitrn oid empbnsiaed in this 
chapter rs that of goveronenl tiralateial transfers. These are termed donations or 
transfa^ b> die Inlemationd Moaetar> Fund 
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TABLE 121 


1945 

1950 

1955 

1956 

1957 

1958 

1959 

1960 


Uvrrm States Unilateral Transfers For Selected Years 


(in iRiUions of 

Total 

dollars) 

Government 

unilateral 

Private remit- 

umlatera] 

transfers (net) 

tances (net) 

transfers (net) 

7.113 

473 

6,640 

4.544 

45S 

4,089 

4,811 

444 

4,367 

4,977 

530 

4,447 

4,753 

543 

4,210 

4,619 

540 

4,079 

4,398 

575 

3,823 

4.254 

633 

3,621 


Source. Data obtained from issues of Statuiical Abstract of the Untied States, 
United States Department of Commerce, Washington, and Survey of Ctirrenf 
Business, Department of Commerce, Washington, July 1961, p. 22. 


sell much of their holdings of American securities in order to buy United 
States goods. In addition, the United Stales government extended about 
$7 billion worth of credit, an amount which was increased by about $3 
billion in the early post*war period. 

Although government loans to European countries were for an 
emergency purpose, they were reg‘*rded by both the people and the 
Congress of the United States as commercial transactions, subject to 
regular interest payment and amortization. It became increasingly evi- 
dent during the twenties that the settlement of these obligations imposed 
a burden on the debtor nations, and they urged more favorable terms of 
repayment. To repay the debts, they had to obtain additional dollars 
through a surplus on their current account with the United States or by 
an increased inflow of investment funds from this country. Some of the 
Allies desired to tie their obligations to the United States to reparation 
payments from Germany, a proposal which was unacceptable. 

Although the United Stales continued to exact repayment of the 
war debt, it was unwilling to accept the role of creditor nation The 
government in the mid-hvenlies liberalized the terms of repayment by 
reducing interest rates and extending the maturities of the loans. These 
concessions were partially neutralize by this country ivith the intro- 
duction of more restrictive trade barriers which made it increasingly 
difficult for debtor nations to earn dollars The Fordney-McCumber 
Tariff Act of 1922 raised the tariff substantially, and the Hawley-Smoot 
Tariff of 1930 imposed the highest duties ever ivitnessed in the history 
of the United States. American business interests viewed with 
the possible inflow of imports to bquidate the debt. Furthermore, United 
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States capital outflow was inadequate to enable the debtor nations to 
earn enough dollars for the settlement of their obligations. 

Because of the depression, finandal crises and mass defaults on public 
and private loans, the government announced a temporary moratorium 
on inter-governmental debt repayments in 1931. Most European coun- 
tries, with Finland a notable exception, defaulted either wholly or 
partially on their obligations to the United States in the ensuing period. 
Nevertheless, American pressures for the resumption of repayments 
persisted and culminated in the Johnson Act of 1934 which prohibited 
the extension of public or private credit to governments which had de- 
faulted on their obllgabohs to the United States.^ As a result American 
prestige abroad declined. The animosity created by both debtor and 
creditor nations reinforced American isolationism which persisted until 
the late thirties ivhen the Axis war machine threatened Europe. 

The large volume of United States government unilateral transfers, 
which served as a partial substitute for inter-govemmental loans, reflect- 
ed several factors. First, loans originating under emergency conditions 
frequently impose a burden on the balance of pa>’ments position of 
debtor nations. Second, creditor nations, though insistmg upon full settle- 
ment of loans, may be unuilling to accept an import balance and the 
consequent downward pressure on domestic employment and produc- 
tion, Third, unilateral transfers stem from a recognition that the plight 
of one or a few Allies cannot be borne alone and that the collective secur- 
ity and the combined strength of such countries is a foremost objective. 
Collective security requires a mutual sharing of the costs of economic 
and political strength and solidanty. This philosophy, as implied in the 
title of one of the major foreign assistance programs since 1951, the 
Mutual Security Act. still dominates American thinking. 

World War 11 Assistance 

The outbreak of World War II prompted the United States to fur- 
nish its Alhes with supplies and equipment needed for waging the war. 
Certain neutral nations \s’ere supplied with materials essential to their 
stability' and security. The largest volume of assistance was channeled 
through Lend-Lease operations, although a relatively small amount 
Mas handled through the United Nations Relief and Rehabihtation Ad- 
ministration. 

Lend-Lease. The Lend-Lease Act, approved early in 1941, author- 

- The prohibition, on loans fo coiintnes which had failed to discharge W'otid 
Mar I obligations was not changed until 1945 when the Bretton Woods Agreetnents 
Act authonzed Umted States participation in the World Bank and the International 
Monetary Fund. 
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ized the President of the United States to make defense items availaHe 
to countries engaged in conflict with the Axis powers. To conduct a 
successful campaign the Allied nations needed a wide varietj* of com- 
modities, a sufficient \olume of which could neither be produced 
domestically nor imported Ihrou^ usual commercial channels. Of 
necessitj', the United States became the major supplier of materials 
essential for the war effort. Shortly after its initiation, the Lend-Lease 
Program was providing the flnanctng for over one-half of the total value 
of United States exports. 

The Lend-Lease items made available to Allied nations were 
divided into two basic groups— those which had value primarily as wea- 
pons of war, and those which w ere either civilian-t^’pe supplies or those 
which might be employed after the war for peace-time purposes. The 
former, which included specialized tj'pes of military equipment and 
ammunition, were partiallj- or completely destroyed during the conflict 
and no iepa>'ment was expected for them. Any articles of this nature 
remaxmng intact at the termination of hosHhties could have been re- 
claimed by the United States. The second t>pe, which could be utilized 
for peace-time production, was sold to fnendly nations with settlement 
to be arranged at the close of the war. 

A Reverse Lend-Lease Program whereby the Allies provided certain 
goods and services, notably fo^ and living quarters, to United States 
military aod civilian personnel stationed abroad was losbtuted at the 
same time. This Program represented an endeav or by the Allies to pool 
available resources in an optimum fashion for mihtaiy objectives. 

The total v-alue of Lend-Lease shipments through October 1&45, at 
which time these operations were virtually terminated, w-as about S-13 
billion Approximately 94 per cent of the volume was assigned to the 
British Empire and Ae U.S.S R The remainder was furnished to Bel- 
gium, Canada, China, Egypt, France and the Latin American republics. 
Rev'erse Lend-Lease, most of vvhich was obtained from the British Em- 
pire, amounted to slightly more than $6 billion * Final settlements of 
these transactions with all but one of the Allies were concluded shortly 
after the war. Attempts to reach an agreement with the Soviet Union 
kitrve been 'axisuccesshaV. 

UNRRA. With the inception of the United Nations Relief and Re- 
habilitation Administration (UNRRA) ui 1943, the United States par- 
ticipated with fort) -three other nations in a multilateral organization 
for the distribution of aid. These countnes, with the exception of those 
which had been invaded by the enemy, provided an amount equal to 1 

» See Tteenty-First Report to Cffngresa on Lend-Lease Operations Govenwient 
Pnnting Office, Washington, D C 1946. pp. 11 and 14 
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munirt subversion, a large share of United Stales aid has been directed 
tow’ard area since the beginning of the Korean Conflict. 

Interim Aid. In view of the csitical need for food, fuel and fertiliz- 
ers in certain regions, the United States launched the Interim Aid Pro- 
gram in 1947. Under this Program, emergenc)’ grants totaling almost 
$600 million ivere pro\ided to France, Italy, Austria and China. These 
areas had depleted their fordgn exchange reserves and would have 
faced internal disorder unless the situation w'as allesiated. Interim Aid 
was a temporary arrangement designed to continue the flow’ of goods 
and services until the European Recovery Program could assume the 
burden. 


pQst-War Reconstruction and Development 

A large share of immediate post-World War 11 assistance was of 
an emergency nature, and it was not until the Marshall Plan and the 
Point IV Program were initiated that economic reconstruction and 
development were stressed. Because of their nature and size, these two 
programs axe unparalleled in American histor>’. 

Basis /or Iforshc/I Plan aid. The assistance emended by the United 
States to Western Europe in the immediate post-war period was spor- 
adic and iosufficieot. Because it was prodded primarily for ♦be purpose 
of alleviating impending disaster, the resu*ting benefits were of a tem- 
porary nature. I^nd-Lease ended soon after tlie termination of hostili- 
ties in Europe, and by 1947 it became apparent that existing programs 
were not directed toward a solution of the basic problems In 1947 the 
United States proposed a s>’steroaHc effort, the European Recovery Pro- 
gram or the Marshall Plan, to accelerate the economic reconstruction 
of Europe. 

Nflfure of the Marshall Plan The Marshall Plan, which might be 
termed a successor to the Lend-Lease program reflected the ne^ for 
large-scale coordinated assistance. Throu^ this Plan it was felt recon- 
struction could be conducted on a regional basis and be carried out 
with speed and efficiency. As suggested ,by Secretary’ of State George 
C. Marshall, after whom the Plan was named, future assistance *. . . 
should provide a cure rather than a mere palliative." The Plan was to be 
a concerted endea\OT to ievx\e the war-tom economies, promote recov- 
er>’ jn production and trade and foster internal stability. Program em- 
phasis was to be shifted from relief to recovery’. Participating nations 
were to initiate individual as well as cooperative programs and the 
whole effort was to be largely financed bj' United States grants and aid. 
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The offer by the United States to render assistance induced an 
immediate and favorable response from sixteen countries of southern 
and western Europe.* The U.S.S.R. not only declined to participate in 
the cooperative arrangements, but successfully exerted pressure upon 
the satellites to do likewise. 

The essence of the Plan was that each recipient government would 
draw up a reconstruction plan which included the projects to be under- 
taken, the total resources needed and the resources available locally 
The United States was to furnish the difference between the total amount 
needed for the restoration of productive capacity and the amounts 
which the countries could provide for themselves. Under the newly- 
established Organization for European Economic Cooperation (OEEC), 
the plans of individual nations were to be integrated into an over-all 
program of recovery. In the United States, the Economic Cooperation 
Administration (ECA) was created to implement and administer the 
operations. 

The coordination of plans was designed to facilitate a number of 
objectives. First, extensive duplication of productive facilities within the 
European community was to be avoided. It was also expected that the 
association would foster cooperation and economic harmony among 
member countries during and beyond the existence of Marshall Plan 
aid. The OEEC was the parent body for the European Productivity 
Agency, the European Payments Union and the European Monetary 
Agreement. It also sponsored efforts to create a successor organization, 
the Organization for Economic Cooperation and Development (OECD), 
which additionally includes the United States and Canada. 

The United States supplied monetary resources through the Mar- 
shall Plan to Western Europe but it did not direct the actual procure- 
ment of physical resources. Participating governments were free to use 
the dollars to purchase items in world markets but about two-thirds 
of the volume of goods and services were obtained from this country 

Counterpart funds. The legislation which embodied the European 
Recovery Program required the recipient country to accumulate loca 
currency deposits, or counterpart funds, equal to the sales value of prO' 
ducts received under the Program. TTie United States retained ^ 
cent of the counterpart funds for the purchase of materials in w ic 
it was deficient and for other local currency requirements. The remain- 
ing funds were utilized by host countries, with the agreement of t e 


Aiistna Belgiuni. DenmarV, France, Gre^, 

Norw-iv. Portucal. Sweden, Sttitzcrland, 


* The swteen n.ations , — - 

Ireland, Italy, Liixeinboiirj', the NethCTlands, Norway. Portugal, Swedei 
Turkey and the United Kingdom 
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United States, as a form of secondary assistance usually for investment 
purposes.® 

The cost and success of the MarslujU Flan. From the inception of 
the European Recover^' Program through June 1951, at which time the 
operations were almost completed, the United States proi-ided appro-ti- 
mately $10.3 billion in grants and credits. Credits, which accounted for 
about 11 per cent of the total, were administered by the Export-Import 
Bank of Washington. 

The European Recoverj’ Program has generally been considered 
a success for it accelerated and restored European productive capacity. 
As a result, these nations were in a better position to participate in world 
trade, to maintain domestic stabihty’ and to join the rest of the free world 
in opposition to Communist agression. The Plan instilled a spmt of 
cooperation among these countries which has extended beyond the 
duration of the Recovery’ Program. 

Basis for the Point Program. At the same time that the European 
Recoieiy' Program was in operation, attention h as focused on condi- 
tions in other areas— the underdeveloped countries. In his inaugural 
address in 1949, President Truman stated that . . u e must embarlc 
on a bold new program for malciDg the benefits of our scientific ad- 
\'ances and industna! progress available for the iroprovement and 
growth of underdeveloped areas.” This was the essence of the fourth 
point of his address and the assistance offered as a result of these 
recommendations was thereafter knouii as the Point IV Program. 

Nature of the Point IV Program This Program represented a de- 
parture from the European Recovery Pro^m. Unlike the latter, it did 
not stress the prowsion of financial resources to needy nations. It re- 
flected a recognition that, in contrast to Western Europe, the major 
bottleneck to higher productiuty in the underdeveloped areas was not 
simply a shortage of resources which could be procured from the United 
States. The underdeveloped areas appeared to need information and 
guidance on ways to use their local resources more fully and effectively. 
Tne pro’diem m Western Europe was to rebuild productive capacity 
and to restore economic growth, in the underdeveloped countries it 
was to create productive capacity' and to initiate economic growth 
Point IV operations consequently supplied underdeveloped countnes 
with more advanced technology. The assistance stressed demonstra- 
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tions which showed how the Ie\'el of production in agriculture could 
be increased and public sanitation and health improved. 

The Point IV proposal was emboi^ed in the International Develop- 
ment Act of 1950 which authorized the government to supply informa- 
tion, technology and Icnowledge to underdeveloped areas and which 
was applicable to a wide range of activities. The technical hncnvledge 
imparted to areas of Latin America, Africa, the Middle and Far East 
was supported by a relatively modest budget The philosophy was that 
the scale of living and the Ie\’el of productivity in such areas could be 
raised through changes in methods which could be implemented with 
but little new capital. Teams of technicians and professional staffs v'eie 
sent abroad under the Program to demonstrate and to teach the inhabi- 
tants new methods in agriculture, industry, housing and health. Tech- 
nicians from these countries were trained in tlie United Stales and 
upon return to their homelands disseminated the information and 
knowledge which they had acquired 

The Mutuol Security Progrom 

Since the end of the hfarshall Plan, the emphasis of foreign assis- 
tance has shifted brom ^V'este^) Europe to the underdeveloped regions 
of Africa, Asia and Latin America. As the aid program moved to new 
locations the character of the aid became crystalized, a condition which 
can be attributed to h'O factors. Pint, the Korean Conflict and the 
increasing hostilit>’ of the Communist Bloc served to focus atteDtion on 
the mihtary requirements of Allied nations. Second, and reflecting the 
philosophy of the Point IV efforts, the needs of Ae underdeveloped 
areas are too complex to be satisfied by dollars. A healthy political 
climate and a higher rate of economic growth in these regions require 
assistance to supplement dollar aid, primarily a wide range of technical 
assistance. 

A large share of United States unilateral transfers has been coor- 
dinated and conducted under the Mutual Security Program (MSP) 
since 1951. Hie Mutual Security Act, which replaced the Mutual De- 
fense Act of 1949, authorized additional dollar assistance for either 
military or economic support of the programs of the cooperating nations. 
The essential purpose of the MSP was to foster the military potentia 
and the economic welfare of friendly nations. 

As shown in TaBTe 12 2 a variety of operations has been conduct? 
under the MSP. Molt of the provisions of the Mutual Security Acti 
were replaced by the foreign aid program instituted in 1961, 
added certain new provisions and retained many features of the h 

Part of the assistance extended through Mutual Security appropna 
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TABLE 12.2 

Mutual Securttv Appbopbiations, Fiscal Year 1960 
(m milliom of dollRrs) 


Purpose Amourrt 

Military Assistance 1,300 

Defense Support 695 

Development Loan Fuad 550 

Special Assistance 245 

Tedinieal Cooperation 181 

Contingency Fund 155 

Other programs 100 

Total 3,226 


Source! The Afutiiof Secunty Progrom, Ftscof Year 19S1 Department of State, 
Department of Defense, Internationa) Cooperabon Administration and the 
Development Loan Fund Washington March I960 P. xvi. 

tions has been in the nature of loans rather than unilateral transfers. 
For example, about 30 per cent of the funds made available in 1959 
were in the form of loans, most of which were presided through the 
Development Loan Fund. The Development Loan Fund, a United 
States government corporation which administered those Mutual Se* 
curity funds utilized for long-term financing, is described in chapter 
14. Remaining categories of aid under the MSP included Military As- 
sistance, Defease Support, Special Assistance, Technical Cooperation 
and the Contingency Fund, among others. 

Military Assistance. In an effort to reinforce the military strength 
of the United States and fnendly nations, this country has provided 
traimng, mifitar>’ equipment and supphes under the MSP to about 
thirty-five countnes throughout the free world. Military Assistance to 
foreign countries is not considered an additional cost to the United 
States. Although a large volume of aid is appropnated for this purpose, 
the existence of an external deterrent force enables the United States 
to devote a smaller amount of its resources for its owm domestic defense 
Militarj’ support extended by the United States is combined with 
similar efforts of participaUr^ countries. For eKample, while this country 
contributes military assistance to the North Atlantic Treaty Organiza- 
tion, die combined resources supplied by other member countnes pro- 
vide most of the total. Miblary Assistance has been supplied to the 
countries of the Far and Near East and South Asia, a small amount 
has been given to Africa and Latin A,menca. 

Defense Support. Defense Support under the MSP represented 
economic assistance to certain countries which could not otherwise 
afford to utilize a sufficient portion of domestic resources for an ade- 
quate military force. Economic assistance, by strengthening the pro- 
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ductive capacity of the recipient country, enabled it to bear a heavier 
military burden. Each of the countries which received Defense Support 
was strategically located with respect to Communist territories and most 
of them were characterized by low levels of productivity and income. 

Special Assistance Special Assistance was a type of economic aid 
limited to countries where the United States did not provide military 
assistance in support of substantial defense forces and where aid through 
Technical Cooperation and the Development Loan Fund was not 
appropriate. The broad objectives of Special Assistance were the 
maintenance and promotion of political and economic stability. Activi- 
ties administered under Special Assistance have been diverse. One of 
the more significant operations, conducted in cooperation with the 
World Health Organization, was a world-wide effort to eradicate mal- 
aria. Other programs have been instituted under Special Assistance in 
the fields o! health and education. 

Technical Cooperation. Programs under Technical Cooperation 
were designed to initiate innovations and increase the skills of people 
in underdeveloped areas through training, demonstrations and similar 
activities. This operation was comparable to the Point IV Program, and 
it was directed toward the achievement of higher standards of living 
Some of the specific projects consisted of training personnel to main- 
tain and operate machinery, to achieve higher productivity in agricul- 
ture and to prevent disease. 

Contingency Fund Because It has been extremely difficult to an- 
ticipate all needs which arise in underdeveloped areas, a Contingency 
Fund has been created The diversity of uses for the Contingency Fund 
can be illustrated by several examples In fiscal year 1959, a substantial 
amount of budget assistance was provided to the government of Jordan 
from the Fund. During 1958 Chile encountered a severe decline in 
copper prices, the United Slates was able to supplement the foreign 
exchange earnings of Chile, through the Contingency Fund. Resources 
of the Fund have also been utilized to counteract epidemics— smallpox, 
cholera and hepatitis— and to meet natural disasters such as floods, earth- 
quakes and hurricanes 

Other Mutual Security assistance In addition to specific categories 
of assistance, several other operations were executed through the Mu' 
tual Security Program One of these is Section 402 of the Mutual Security 
Act which allocates funds to finance the export and sale of United Slates 
surplus agricultural products. Local currency proceeds accumulated from 
these sales have been used to further the objectives of the MSP. h^tua 
Security funds have also been appropriated for the Atoms for Peace 
Program, the United Nations Childrens Fund, the Intergovemmenta 



ch. 12] UNIUTEW.1 T«ANS«RS 217 

Committee for European Integration and the United States Escapee 
Program. 

The Mutual Security Program: conclusions. Although expenditures 
for the Mutual Security Program have averaged slightly more than $4 
billion each year, the annual amount allocated has declined since 1953. 
hfilitary aid has tended to exceed non-military aid since 1952, but it is 
often difficult to make a sharp distinction between the two categories. 

In terms of its initial objectives, that of strengthening the collective 
security of Allied nations, the Mutual Security Program has provided 
substantial benefits to both the United States and other participating 
nations. Because of the diverse nature and flexibility of the programs, it 
has been possible to tailor the form of aid to fit the needs of particular 
areas. Through a blending of economic and mihtaiy aid, the Program 
has fostered economic and political stability in underdeveloped coun- 
tries and has provided a foundation upon whicli a deterrent force has 
been built. 

The Foreign Aid Program of 1961 and Other Assistance 

In 1961 the Congress enacted into law a new foreign aid program 
(PubKc Law 87-195). This legislation retains much of the essential 
nature of the Mutual Security Program including the provision of mili- 
tary funds for friendly nations. Supporting Assistance, a form of eco- 
nomic aid which enables nations \nth weak economies to budget more 
funds for economic or military stabih't>' and the Contingency Fund, 
giving the President financial resources to be used for objectives in the 
national interest. 

Another feature of the legislation of 1961 provides for the promo- 
tion of economic development in low-income countries. An attempt is 
also being made to put the aid program on a more permanent basis be- 
cause it is recognized that economic and social development cannot be 
achieved m a short period of bme and therefore assistance to foreign 
lands must possess long-range continuitj'. 

The trend toward loans and aw'ay from grants in United States 
foreign assistance is quite pronounced in the implementation of this leg- 
islab'on Generally, the loan terms are more favorable to recipients than 
commercial loans Some permit a fifty-year repayment period, require 
no interest, and amortization does not commence for a period of ten 
years. Aid is also offered in the form of grants, but it is directed pri- 
marily toward development of social overhead capital in lovv-mcome 
countries This type of capital, which might be considered investment 
in human beings, is generally not self-liquidatmg despite the fact that 
it is an essential part of economic development Another feature of tlie 
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aid program is that it proposes to induce lecipient countries to make a 
greater effort of their own to achie\'e development. A large share of aid 
operations has been coordinated under the new Agency for International 
Development 

The trend away from grants. The large volume of grants extended 
by the United States to foreign countries does not constitute the entire 
aid operation. Government loans, whirfi are described in chapter 14, 
are often included as part of the foreign aid program. The United States 
also contributes to the four United Nations financial institutions which 
administer assistance throughout the world, these are considered in 
chapter 24. 

A decreasing share of United States foreign assistance since 1958 
has been in the form of grants and an increasing share in loans. This 
does not imply a trend toward the commercial type loans provided by 
the government during and shortly after World War I. A large share 
of the recent loans has been on favorable terms which could not be 
duplicated in commercial markets Loans extended by the govcmmeDt 
are sometimes repayable either partially or wholly in the currency of 
the recipient country'. In certain cases where dollar repayment is ex- 
pected, the loans are interest free, they are extended fdr fifty-year periods 
and an initial grace period of ten years is permitted. Credits of this 
nature have been made available to some underdeveloped countries 
which might experience balances of payments difficulties if repayment 
were exacted on a commercial basis. 

A'd Programs of Other Nations 

United States aid is unique in the field of international relations 
because its volume is greater than that of other countries and because 
a large share of the total takes the form of grants as opposed to credits. 
But xirtually all other advanced countries have accepted the responsi- 
bility of sharing the cost, either unilaterally or multilaterally, of foster- 
ing development in other countnes. The greatest share of this aid has 
been provaded by France and flie United Kingdom. 

Assistance from the advanced countries is inspired principally by 
humanifanan, economic and political factors. The humanitarian motive 
is noteworthy, and the desire to assist persons in less fortunate circum- 
stances IS widespread The economic stimulus is also significant; as the 
aid recipients develop, they become better international trading part- 
ners, both as sources of materials and as markets for other products. 
Because the role of the neutral or uncommitted nations is critical in the 
cold war, perhaps the dominant factor influencing aid is political. Part 
of the aid provided by other cations of the free world is integrate 
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through the Colombo Plan and the Development Assistance Committee.® 
Colombo flan. The foreign aid efforts of several nations are coor- 
dinated through the Colombo Plan for Cooperative Economic Devel- 
opment in South and Southeast Asia. Established in 1950 by British 
Commonwealth countries, svith Australia, Canada, Great Britain, Japan, 
New Zealand and the United States representing the major contribu- 
tors, the Plan endeavors to coordinate programs of development assis- 
tance available to numerous territories in Asia.^ 

A major obstacle confronting the Asian regions is an unprecedented 
expansion in population, accordingly an attempt is made to ensure that 
the assistance encourages a productive use of growing populations. Ex- 
tensive technical assistance and training have been provided, and atten- 
tion has been focused on raising productivity in the agricultural and 
raw material sectors. Since its inception, about $6 billion worth of aid, 
most of which has been contributed by the United States, has been ex- 
tended to these territories. Capital assistance given to Colombo Plan 
countries is extended bilaterally, the organization fosters consultations 
on the needs of the recipients, evaluates the basic problems, and makes 
proposals on the most efficient use of aid. 

The Development Asststance Committee. A Development Assis- 
tance Group svas created in I960. Originally it was an informal group 
of representatiN'es of several advanced nations which convened on 
irregular occasions to discuss and compare foreign aid programs for 
low-income countries. With the inception of the Organization for Eco- 
nomic Cooperation and Development (OECD), the Group became a 
formal committee, the Development Assistance Committee (DAC) 
which for the most part represents OECD members.® DAC ivdl meet 
regularly and provide a forum for the purpose of discussion and coor- 
dination of aid activities. It mil revieiv aid programs, act as a clearing 
house for information and make recommendations concerning the nature 


* Tl^e Communist Bloc also engages m foreign aid activities Virtually all of the 
Bloc's assistance is in the form of lonc'-tenn loans at relatively low rates of interest. 
For the period 1954-1960 the Bloc had committed itself to render cwnoinie and 
technical assistance eiionalent lo ralue to about S3 5 billion to 24 non-Commumst 
countries The United Arab Bepublic, India and Indonesia ha\e accounted for almost 
tuo-thirds of the total For 3 suminaiy of Communist Bloc activities, see The Presi- 
dent’s Task Force on Foreign Economic Assistarxe An Act for interruaiorwl Develop- 
ment A Summery Fresentaiion WashiiMtton June 1961 Pp 183-189 

* Recipient lemtones include Burma, Cambodia, Ceylon, Malaya, India, 
Indonesia. Laos, \epal. North Borneo, Pakistan, the Philippines, Sarawak, Singapore, 
Thailand and South Vict-Xam 

“Membership m the DAC includes Belgium, Canada, France, Great Britain, 
Italy, J.rpan, the Netherlands, P0rtu|^. West Cermany, and the United States Pre- 
sumably membership will be expanded as the OECD becomes operational. 
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of aid to be granted. The DAG is to continue to function primarily as an 
advisory group and will not administer foreign aid. Because one of the 
major functions of the OECD is to improve economic and technical assis- 
tance to developing areas, the role of the DAC may become important 

Other aid. In addition to the Colombo Flan and the Development 
Assistance Committee, other regional arrangements are expected .to 
share in the coordmation and extension of aid- The European Economic 
Community has instituted an overseas Development Fund for use in 
the acceleration of growth in low-income areas. A signifcant amount of 
aid, primanly technical assistance, has been channeled through United 
Nations agencies, especially the Food and Agricultural Organization, 
the World Health Organization and the United Nations Educational, 
Scientific and Cultural Organization. Unilateral aid extended by advanced 
countries in Europe has been directed primarily toward their osvn respec- 
tive territories and colonies This has been especially true of Great 
Britain, France and the Netherlands. 

Summary 

The United St.ites government programs of unilateral transfers are 
principally dences through which this country achieves foreign policy 
objectives. The cost of the aid programs is great, but the benefits are 
even greater. Foreign aid has played a role in rei^orcing the efforts of 
Allied nations in war and defense operations. It has been an importai^ 
factor in the rehabilitation of war-ravaged nations and has provided 
underdeveloped regions with imports and technical assistance. The aid 
programs also serve to stimulate a greater flow of private investment 
by helping create basic industries and by promoting economic apd 
political stability. 

Other nations have become better trading partners as a result o 
assistance. With higher incomes, they provide a better market for 
United States goods and ser\ices and they are able to export items whi 
either cannot be produced m this country or can only be produced at 
high cost. The defense posture of the United States and the rest of t e 
free world has been improved by the mutual sharing of the necessary 
armament costs. 

Government unilateral transfers are not the only means of promo 
ing economic development, of cementing international relations, nva 
foreign investment has long been an important force in the intenjabona 
exchange of capital and technology and is now playing an inaeasing > 
important role in world relationships. The following chapter descn e 
the nature and functions of private foreign investments and in ica 
some of its modem functions. 
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QUESTIONS AND PROBLEMS 

1. “During World War I the United States extended a substantial amount of 
credit to Allied nabons so that the\' could obtain equipment and supplies. 
These countries might hai-e expressed their grahtude for American assist- 
ance by maldng a greater effort to repay the loans. Comment on this 
statement 

2 Describe tlie factors uhicb motivated the World War If Lend-Lease Pro- 
gram What might have been the impact on international economic trans- 
actions in the post-war period if all Lend-Lease had been on a loan basis? 

3. Would the situabon in Western Europe have bewi much different today 
in the absence of the European Recovery Program? In what ways? 

4. “United States govermnent loans and unilateral transfers have become a 
substitute for. and hence discourage, pnvate capital movements" Com- 
ment on this statement 

5 What are the advantages of coordinating foreign assistance on a regional 
basis, such as the Colombo Plan, as opposed to strictly unilateral assistance’ 

6 Discuss the objectives and nature of the Mutual Secunty Program 

7. Discuss the major factors which have mobvated United States assistance 
to underdeveloped countries 

8 WTiy has the form of assistance extended to the underdeveloped countnes 
differed significantly from Marshall Plan assistance’ 

9. In what ways would the United States gam \f economic development were 
to be accelerated in low-income countries’ 

10 Should United States assistance to low-income countnes take the form 
of grants or loans’ Wliy? 
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International Investment: 
Nature and Characteristics 


“As it seems to me, there are three ways in which one can make 
profit from money, besides this that he uses it for its natural purpose: 
One is by the banking profession, the guarding of, or trading with, 
money, another is usur>’, a third is the debasement of mone>’. The first 
is base, the second esdl, the third worse. . . But as to usury, it is cer- 
tain that it IS evil, detestable and un)ust, and proofs thereof are con- 
tained in sacred scriptures. . . 

These lines were wTitten about 1370 by an eminent Church Father, 
Nicole Oresme. Usury, according to Oresme and other medieval Church 
Fathers, consisted in the taking of any interest at all and it was con- 
demned by the canon law. 

Today interest occupies an honored place m the economic lives of 
capitalistic nations. The lending and investment of money at interest 
not only takes place inthm the confines of a domestic economy but 
capital Sows in the international economy, and free capital seeks invest- 
ment wherever its o%i'ner5 find it advantageous to place it 

Tlie abrogation of the laws against interest-taking has been of prime 
importance for the development capitalistic societies. Interest-earning 
capital has not only meant accelerated domestic economic develop- 
ment, but has sensed to extend world economic relations Among many 
other thingc, foreign investment has plaj’ed an important role m the 
economic deselopment of the United States. In the early days of the 

'Oresme, Nicole Tractatiis tie Ongine, Sttlura, Jure et iiutaiiontbtis Mone- 
(anu'ti Chapter XVH Translated from the mediesa! Latin text in the edition of 
%\ oloM-slci. M L , Traite sitr la Feemiere Imentton des Monnaies, par Ntcole Oresme, 
Pans, 1864 
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Republic, money from foreign lands, frequently the result of state and 
local government borrowing, served to build American highways and 
canals. Following the G\'il War, railroad development was financed 
substantially mth capital obtained on the money markets of London, 
Paris, Amsterdam and Berlin. Many of the sugar and cotton plantations 
in the South w’ere aided by foreign money as was also the development 
of some petroleum and minera] resources. 

Although there was always some United States investment over- 
seas— by 1897 it amounted to about $685 million-it was not until 1900 
that capital started to flow abroad from the United States in volume. 
It went principally to Canada, Mexico and Cuba for the development 
of agricultural and industrial enterprises. By 1914 United States invest- 
ments abroad had reached a total of about $2.33 billion. On the other 
hand, foreign investments in the United States amounted to approxi- 
mately $6 biUion in that year. The United States was in that >ear a net 
debtor nation, on the capital accounts, to the extent of $3 67 billion. 

World War I rapidly changed this situation. At the outbreak of 
hostilities foreigners sold large blocks of their holdings of American 
secunties, in all about $2 billion worth, to acquire foreign exchange 
needed for war-time imports. During the course of the war, foreign 
governments borrowed extensively in the United States ^Vhen hostili- 
ties came to an end the United States was a net creditor to the extent of 
over $10 billion, three-fourths of which was represented by the obliga- 
tions of the Allied governments to the government of die United States 
In 1914 the United States changed from a debtor nation to a creditor 
nation, as far as international borrowing was concerned, because begm- 
ning in that year its mvestments abroad were greater than foreign in- 
vestments here.* International investment has also played an important 
role in the development of many other nations, both developed and 
underdeveloped, and has cxmstituted an important outlet for the capital 
of the more highly industrialized nations of the world. 

Classification of Internationol Capital Movements 

United States and foreign capital. On the balance of payments a 
distinction is made between United States and foreign capital. Umteo 
States capital refers to investments abroad which are owned by resi- 
dents, and foreign capital means investments made by residents o 
foreign countries. The algebraic difference beM’een the debits an 
credits for both types of capital movements indicates the net debtor or 

* Taken from Cleona. Amenca* Stnfee m iMCTtwtwnai Incestmenls The 

Brookings Institution, Washington, D C.. 1938. 
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creditor position from the point of view of capital or, as it is sometimes 
called, the net investment position of a country.® 

Government and private capital. A second distinction among the 
capital accounts is that between government and private investment. 
This classification is only applied to United States capital. This is be- 
cause foreign governments are not heavy investors in the United States, 
while the United States government makes large investments overseas. 
A goverT-ment investment is defined by the Department of Commerce 
as an investment made by the government or an investment to which 
it is a party. 

Direct and other capital. A third distinclion is between direct and 
other types of investments. A direct investment is one in which the 
omier has a managerial interest. The Department of Commerce defines 
a managerial interest as one where the investors own 25 per cent or 
more of the voting stock of the business or in which they have a sub- 
stantial voice in management. Other long-term investments consist of 
property interests of various tj-pes, the most important of which, stocks, 
bonds and notes, is frequently called portfolio investment. The dis- 
tinction is ore of some importance because direct investment frequently 
represents the migration of American business abroad. Portfolic) mvesb 
ment does not usually represent such migration and is ordinarily made 
to earn interest or dividends, to find a safe haven abroad, to constitute 
w orking balances or foe speculatn’e purposes 

Other types of capital. Another important distinction is that made 
beriveen long- and short-term capital. Long-term capital is defined by 
the Department of Commerce as an ini’estment having a maturity of 
more than one year, or no maturity at all as in the case of stocks and 
other equity investments. Short-temi GJpital is that which has a matur- 
ity of one year or less. AVtn issues refer to freshly-made flotations of 
stocks and bonds, a part or all of which are sold abroad. Redemptions 
refer to stocks and bonds which have been repurchased, repaid or re- 
funded by the issuing company. Repayments apply to the reimburse- 
ment of United States government loans which have been made to 
fmeign gtyvemmeTAs or other msUtutions overseas. 

Transactions in United States government long-term securities are 
shouTj separatel)' since foreign government banks and financial insti- 
tutions are substantial investors in these securities and maintain a part 

3 Two nieatangs are attached to the opression “debtor or creditor nation." The 
expression sometunes refers to the sniplus or deficit on the coixent account where a 
country with a $urplus«is termed a ciedttm, and one vnUi a deficit, a debtor nation. 
In other cases it refers to the net investment position, a country with an excess of 
investaeals abroad is called a creditor, and one where foreign investments in it 
exceed its investments abroad, is termul a debtor nation. 
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of tiieir banldng and international reserves in them. Short-ferm liabih- 
ties to foreign banks and institutions indicate the dollar holdings of for- 
eign banks, deposits in the United States and sums owed to these banb 
by American residents. Foreign currcnq; holdings by the American 
government include foreign currency acquired largely as a result of the 
sale of agricultural commodities under Section 402 of the Mutual Se- 
crurity Act or Pubhc Law 480. Gold is treated as a capital account and, 
because of its importance in banidog and international resenes, is 
shown separately. 

-The Role of International Capital Movements 

Older cieics of the role of capitaL Under the Mercanbh'sts, gold 
and silver were held to be the international balancing items on a na- 
tion’s balance of trade. If a countr>' ran a surplus on its current ac- 
count, they believed that it received gold and silver from those nations 
which had a deficit svith it. Conversely, if its current account showed a 
deficit, they held that it shipped gold and silver to those countries with 
a surplus. Later authors roaintauied that surpluses and deficits on these 
accounts were also financed by international capital flows. Nations irith 
current account surpluses were held to be creditors, investing capital 
in countries which were experiencing deficits and those with defiats 
borrowed from nations which had surpluses. From this point of liew, 
foreign capital movements, in addition to international specie fious, 
were balancing items and the term creditor or debtor nation referred 
interchangeably to a country’s situation on its current accounts and to 
its lender or borrower position on the capital accounts. 

Capital as a baiancing item. Today, although nations 'vith a chronic 
deficit on their current account are not Lkely to be lenders and those 
with chronic surpluses are not Iilely to be borrowers, it is generally 
recognized that capital movements arc much more than mere balanc- 
ing items Substantial parts have an independent life and flow in and 
out of a nation in response to the judgments and decisions of interna- 
tional lenders and borrowers. Some short-term capital movements do 
result from balance of payments deficits and surpluses. A nation which 
has a deficit on its current, unilateral transfer and independent capita 
accounts, will see its holdings of short-term capital and its intemationa 
and banking reserves decline. And those with surpluses on these ac- 
counts Will hav’e increases in these holdings 

From this point of view, capital movements can be divided into 
two parts— independent and dependent capital movements On the a 
ance of payments of the United States, showm on Table 31, the mem 
orandum items numbers 1, 2 and 3 represent dependent capital move- 
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roents. The amount of capita! used as a balancing item {dependent 
capital movements) can be estimated from the balance of paj’ments, 
and seN’eral methods of making this computation are explained in 
chapter 5. 

Income on incestment as a bahncing lietn. Sir Arthur Salter has 
pointed out that tlie deficits on Britain’s mwchandise accounts, 18S0- 
1913, were financed largely by the receipt of interest and diNadends 
&om its investments abroad. These receipts were sufficiently large to 
enable Britain to expand its investments overseas during the period, 
from £1.3 to £40 billion, in addition to meeting the merchandise account 
deficits.* 

The earnings of foreign investments can be of assistance in meeting 
deficits on the other accoimts and this is an important aspect of the in- 
direct balancing role of foreign investments. As United States investments 
overseas gross, earnings from them should have a larger and larger 
equilibrating effect on its total foreign economic relations. 

The equalization of interest and profits. Su Arthur also states that 
at certain periods the earnings on Britain’s overseas msestments were 
considerably larger than those on domestic investments.* Britain’s exper- 
ience with foreign investment thus points toward another role of foreign 
investment: 'W'here capital mos'ements between nations are free, they 
ss’ork toward the equalization of interest and profits throughout the 
world. Capital tends to Sow from capital-surplus into capital-defidt 
countries in response to the spur of lower returns in the former, and 
higher m the latter. 

Interest rates and profits are not equal throughout the world, and 
there are wide differentials among the rales which prevail in the several 
nations. But, it must be noted, capital movements are not entirely free 
and there are other factors which afiect investment decisions besides 
the rate of return Yet without the equalizing effect of international 
capital movements, the differences wnuld probably be greater than they 
are now and, as the freedom of international ini'estment grow-s, earn- 
ings teSerentia^s may be expected to become narrower. 

Capitol mocements and economic decelopment. Capital move- 
ments (especially direct investment) play an important role in the 
development of underdes'eloped areas. Des-elopmental projects require 
some domestic funds, to proside installations which can be bad at home, 
and some foreign, for equipment and supplies which can best or only 
be obtained by import. If domestic savings and capital formation are 

^ Salter, S« -Arthur, “Foreign Investment.’’ Essays IniematumaJ Fxnartce No. 
12, February, 1931. Internationa] Finance Section. IVinceton University, pp. I-IO 

5 Ibid, p 5. 
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sufficiently large to meet the local outlays for a project, then no foreign 
capital will be required on this account. The foreign funds essential to 
pay for the import of capital goods may sometimes be obtained by 
utilizing the foreign exchange earned from balance of payments sur- 
pluses, provided these surpluses are sufficient to meet the requirements 
If they are not, capital must be obtained from overseas interests. In 
most cases, newly emerging and developing nations require substantial 
amounts from the more developed countries and this is one of capital’s 
most important functions in a developing world. 

Attitudes Toword International Investment 

Hostility toward foreign investment. There is an old English saw, 
“once bitten, twice shy.” Many underdeveloped areas were at one time 
the colonial possessions of some of the great powers. Their experience 
has led them to believe that these powers only invest in colonies, or in 
the less developed areas, to exploit them, to seize their mineral re- 
sources, to buy up their land, to take advantage of their low-paid 
labor, to use them as mere sources of supply and market outlets for the 
production of the metropolitan industry. 

This attitude has been translated into the hostility of several unde^ 
developed areas to the inSow of foreign capital, and some new nations 
have passed laws hampermg its flow into their lands. These restrictions 
take many forms such as regulations governing the ownership of land 
by foreigners, rules restricting the exploitation of mines by others than 
nationals, requirements that the ownership of domestically-located en- 
terprises be vested, partially or largely, in nationals, laws which de- 
mand the employment of a certain percentage of inhabitants in man- 
agement or the labor force; restnctions on the amount of profits, inter- 
est and capital of foreign enterprises which may be repatriated in a 
given period, high fringe benefits, job tenure rights accorded labor to- 
gether with worrisome labor laws, excessive government control over 
the organization and operation of the enterprise: onerous taxation, dis- 
crimination against foreign-owned firms in favor of those owned y 
xtaiinnaby csvx^titioa irnto ^nvemment-owTied businesses ^Vhen re* 
stricbons of this nature are coupled with local political instability, t e 
threat of war or revolution, communistic leanings, the fear of expropna 
tion or of increasing harassment by the government, the climate or 
investment” is obviously' unfavorable. 

The United States government has been quite concerned ® 
this situation and has taken a number of steps to improve it. 
measures have included the negotiat\pn of investment treaties, the inc u 
Sion of clauses in treaties of friendship, commerce and navigation 
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(F.G.N. treaties) to protect foreign capital, investment promotion pro- 
grams; the encouragement of underdeveloped countries to take steps 
designed to attract funds from abroad; tax credits and tax treaties for 
the elimination of international double income taxation and by tax con- 
cessions granted W'estem Hemisphere Trade Corporations. 

Incestment treaties and clauses. Investment treaties and investment 
clauses in F.C.N. treaties are designed to improve the climate for invest- 
ment by guaranteeing American enterprises “national treatment,” among 
other things. These treaties and clauses provide that American-orvned 
propert>’ and enterprises located abroad will receive the same treat- 
ment that nationally-ossmed property and enterprise receives. They also 
contain provisions designed to secure remuneration in the case of ex- 
propriation or nationalization, arrangements for the repatriation of 
earnings and capital and stipulations designed to provide fair tax treat- 
ment of American enterprises. A number of treaties hav’e been negoti- 
ated and they have helped to improve the climate for American direct 
investment abroad. 

Investment guarantees The investment guarantee program was 
first incorporated in the Economic Cooperation Act of 1948 Under these 
guarantees, a new investment may ’be protected against the risks of 
currency’ inconvertibility, expropriation and war, upon pa>TneDt of a 
premium to the agency charged with the administration of this pro- 
gram. In the event that an American firm finds it necessary to invoke 
its guarantee, the United States govenunent pays the claim and the 
guaranteed company transfers to it all claims against the foreign gov- 
ernment. The Umted States negotiates agreements with foreign coun- 
tries designed to establish the wilbngness of the country in question 
to participate in the program and to provide for the treatment to be 
accorded foreign currency, property and claims acquired when guaran- 
tees are invoked. 

In spite of the apparent attractiveness of these guarantees, dis- 
appomtingly few Amencan direct investors abroad have made use of 
them. For one thing, the United States has not been able to negotiate 
investment guarantee agreements with as many countries as it would 
have liked. Many Amencan businessmen do not approve of the 
principles involved in these guarantees and feel that they are unneces- 
sary. They believe that the country which receives the benefits of 
American inv’estment should accord the investor fair treatment as a 
matter of equity. They view guarantees as the vvTong approach to the 
problem and maintain that the government should insist upon equitable 
treatment to its property abroad 

Investment promotion programs. For a number of years, the De- 
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partment of Commerce has had an investment promotion program de- 
signed to interest American business in investing overseas. The program 
has a number of facets. The Department pubb'shes investment oppor- 
tunities abroad. Its Trade Missions to foreign countries endeavor to 
locate investment opportunities abroad and to pubbcize the oppor- 
tunib'es. Efforts are also made to interest American businessmen in invest- 
ing overseas by the pubbcahon of investment manuals or handboolcs 
of information. 

Parbally as a result of diplomatic prodding on the part of the 
United States and parbally on their own initiative, many foreign nations 
have changed their attitudes and have instituted investment programs 
designed to eliminate restrictions and provide positive encouragement 
to foreign investment. These investment-attracting laws and practices 
vary widely from country to country in both scope and coverage. 
Most of them guarantee national treatment, eliminate discrimination 
and harassing restrictions and provide (or the repatriation of substantial 
parts of earnings and capital. Others provide favorable tax treatment, 
free or cheap land, sites in industrial estates or other favorable locations, 
access to local capital, and promise government support and cooperation 
in the attainment of the obiecbvcs of the investors. 

EUmination of double taxation. The threat of double taxation exists 
for some American investors abroad From the point of view' of the 
individual and corporate income tax, a distinction must be made be- 
tween portfobo investments and branch offices, on the one hand, and 
American owned or managed corporate subsidiaries estabbshed in for- 
eign countries, on the other. Jf an American invests in portfobo securi- 
ties abroad, his returns from these investments are taxable just as 
though they w'ere made in United States corporations and institutions 
A branch of an American corporation which is not incorporated abroad 
may be regarded as a part of the parent company. It is thus an Amer- 
ican resident, and its earnings may be taxable just as earnings made in 
the United States. 

Subsidiaries or foreign corporations o^ed, entirely or in part, by 
American firms usually do not pay the United States corporate income 
tax unless and until their earnings are repatriated in the United States. 
Of course, both the portfobo and direct investments of Americans 
abroad are subject to income and other taxes levied by the country in 
which they are located. , 

Under the Internal Revenue Code, Americans are aUowed a ere 
on their individual and corporate income taxes for income taxes p:n 
abroad. However, in spite of the apparently liberal provisions o e 
Code, considerable double income taxation continues to exist. It anses 
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from the use of different definitions by United States and foreign taxing 
authorities, from the amount of forei^ income taxes which the Inter- 
nal Revenue Code allows as a deducHon, from restrictions on the con- 
ditions under which deductions can be made and from inability in some 
cases to offset losses against profits. 

To oveicome these difficulties, the United States government has 
negotiated a senes of treaties with x’arious other countnes for the 
elimination of the double taxation of income. Although these several 
tax treaties differ, the underljing principle of all of them is to agree 
upon a division of income between the two countries for tax purposes, 
some forms of income are reserved for taxation by the foreign countr)’ 
and some for the United States The United States agrees not to tax 
tliose elements of income reserved for foreign governments and the for- 
eign country agrees not to tax those reserx’ed for the United States. 

These tax treaties, when rabfied by a two-thirds majority of the 
Senate, become the law of the land and take precedence over any fed- 
eral, state or local tax. They have been successful in eliminating much 
double taxation of income between the United States and those coun- 
tnes with which w'e have such treaties 

Western Hemisphere Trade Corporations The United States has 
created the Western Hemisphere Trade Corporation to stimulate bus- 
iness among the nations of the Western Hemisphere To qualify as such 
a corporation, the firm must be an American incorporated company, 
transact all of its business in the Western Hemisphere, 90 per cent of 
its gross income must come from the active conduct of a trade or busi- 
ness, 95 per cent of the gross income must be derived from sources 
outside of the United States and it must obtain the approval of a District 
Director of Internal Revenue 

Corporations which qualify are granted substantial reductions in 
both the normal and surtaxes levied upon corporate income as well as 
excess profits taxes The computation of the tax savings v-aries according 
to the amount of income earned As a general proposition, the total in- 
come taxes saved tends to vary from about 8 per cent in the case of 
a Western Hemisphere Trade Corporation earning S25.000 or less to 
about 30 per cent for corporations earning over $500,000 Due to the 
difficulties inherent in meeting the qualifications, relatively few Amer- 
ican corporations have been able to enjoy these tax concessions Never- 
theless, there has been considerable agitahon on the part of American 
firms with heavy oi’erseas commitments to extend the Western Hemis- 
phere Trade Corporation tax adv'antages to all American direct invest- 
ments overseas. 

Similar tax advantages w’ere enjoy'ed by die China Trade Act 
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Corporations, established to encourage United States trade \vith China 
Due to the restrictions on our trade with Communist China, thess 
corporations are no longer significant factors in stimulating our trade 
and investment. 


Relationship Between Investment and Exports 

Inasmuch as the deficits on the United States balance of payments 
correspond roughly to United States investments abroad, could these 
deficits be leduced or eliminated if the government refrained from 
lending money to foreign nations and discouraged private citizens from 
investing abroad^ In other words, by reducing these balance of pay* 
ments debits would the U. S. no longer face a deficit on infematioDal 
accounts? The answer is simply that should the United States decide 
to reduce balance of payments deficits, it could not completely attain 
this goal by restricting investments abroad. The outflow of funds sup- 
phes other nations with the currency which they use to purchase for- 
eign goods, and without these funds exports would decline. Since ev 
ports bring an inflow of funds, if they were reduced, the deficit on the 
balance of payments would not disappear entirely. 

Investments as a substitute for exports. In recent years there has 
been a tendency for United States investments to increase at a faster 
rate than exports.* 

American manufacturing subsidianes established abroad tend to 
replace United States exports An American automobile assembly plant 
established in France, for example, will sell not only in Fiance but ex- 
port finished automobiles to the countries of Europe and perhaps to 
other regions Obviously, the exports of the American parent company 
to the sales area of its French subsidiary will be restricted 

If an American pharmaceutical company develops a new antibiotic 
and licenses a West German pharmaceutical firm to manufacture it. 
the American firm will doubtless find its exports to the sales ferriW^ 
of the West German firm reduced Neither the American automo le 
nor pharmaceutical parent company is hkely to be greatly coocerne 
oii£T thi's turn ^ hecaase the possi e 

results of their actions before they made the investments The pro ts o 
the automobile assembly plant and the ro>’alties from the ^Vest erman 
licensing agreement presumably compensate these two parent firms o 


® Exports of goods and services combined, and exports of ^'^21 8 

of military transfers, increased from 100 in 1952, the base year, to .-vesWefit 
respectively, in 1958 During the same poiod of lime, total United state 
rose to 241 4, private to 245 0 and government to 230 0. 
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whatever profits they may lose bj’ their inability to export to the areas 
covered by their direct investments. 

Thus, as American firms invest directly abroad in manufacturing, 
assembling and distribubng operations and as they license foreign firms 
to manufacture and distribute their products. United States exports of 
goods and services are restricted. On the other hand, income from in- 
vestments tends to increascK Income on United States direct invest- 
ments abroad doubled during the 1950’s. 

WTiat has been said thus far might be interpreted as support for 
the view that balance of pa^mients deficits can be reduced by eliminat- 
ing United States investments abroad. If direct investments curtail ex- 
ports. wouldn’t it be wise to restrict them in the interest of balance of 
payments equilibrium^ 

The essence of the matter is that United States investments abroad 
have a dual effect on the nation’s exports In the first instance, they 
tend to increase exports as indicated id a pie\’ious section, but once 
estabhshed they tend to hold them m check. Assume that the American 
automobile manufacturing company invested $500,000 in its assembly 
plant in France and that this subsidiar>’ tised the money to purchase 
machinery’ and equipment from its parent company. The immediate 
effect of this investment would be to increase exports of goods by this 
amount. As the assembly plant started to manufacture and sell, the ex- 
ports of American-made finished autos might be curtailed. 

The loss of exports due to sales made by American subsidiaries 
and licensees is replaced, in part at least, by income from investments 
abroad. This situation has been a characteristic feature of United States 
post-World War II balance of pa>'ments patterns Were it not for the 
tendencj’ of American subsidianes abroad to reinvest a substantial por- 
tion of their profits in e.xpaDsion and modernization programs, the 
growth in the receipts of income from foreign investment would have 
been even greater. 

Features of United States Private Long-Term Investments Abroad 
Crou-'ih of Vmted States mvestmcnts The fact that the Umted 
States m 1914 changed from a debtor to a creditor nation, as far as its 
international capital position was concerned, has already been noted 
At the conclusion of World War 1, the United States continued to invest 
abroad both in foreign securities and subsidianes Liberty Loans of 
World War I davs had accustmned the Amencan public to security 
investment, the heavy United States credits to its Allies during the war 
had drawn the public attention to foreign investment, many nations 
were sorely in need of funds and some capital markets were closed; the 
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American public had large amounts of loanable funds and the rates of 
interest and dividends paid on some foreign investments often exceed- 
ed the returns which could be obtained from domestic American secur- 
ities. As a result of these several factors, the post-^Vorld ^Va^ I years 
were cbaiacterized by extensive investment abroad. 

Although direct investments have long been an important segment 
of United States outflows of long-term capital, they have tended to 
grow in recent years at the expense of other inxestments. In 1945, direct 
investments represented about 61 per cent of all United States private 
long-term investments, by the end of the fifties they had increased to 
about 72 per cent. Dunng the twenties and early forties, portfolio and 
other investments tended to increase relatively, growing from 40 per 
cent of the total in 1919 to 47 per cent in 1930 and from 35 per cent 
in 1940 to almost 39 per cent in 1945 Today, they represent a hlfle 
more than one-fourth of the total of long-term investments 

Portfolio and other mveslments United States foreign portfobo 
and other investment experience of the hventies was not a happy one. 
The amounts invested were substantial. From a total of S2 6 bilbon in 
1919, they increased to S7 2 bilLon in 1930. Dunng the Great Depres- 
sion of the thirties many foreign borrouers defaulted on the payment 
of both interest and principal, and American investors lost heavily. The 
sale of these secunties on the American market became a national 
scandal and was one of the factors which led to the establishment of 
the Securities Exchange Commission The law-s which tliis Commission 
administers are designed to protect the American investor from abuses 
in security dealing. One government official has characlenzed the flota- 
tion of portfolio investments during the twenties m the follo\ving 
terms: 

“Enticed by the prospect of commissions much higher than 
those available on domestic issues and faced with the necessity for 
a continuous flow of nesv secunties to keep large staffs of bond 
salesmen employed, American investment bankers had then agents 
‘sitting on the doorsteps’ of prospective borrowers, as one observ’cr 
put jt, oSeiing them mon^ and many times persuading them to 
borrow more than they actualfy needed The bonds were widely 
distributed, m turn, to the American investing public, which was 
attracted by the high yields obtainable and apparently willing to 
rely on the judgment of the selling bankers as to the safety of t e 
loans.”^ 


T Lar>. Hal B , and Associates, The United Slates 
States Department of Commerce, Washmgton, D C 
1943, p 96 


in the World Economy 
Govemment Printing 
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The bad taste which these investments left behind combined with 
the decline in sa%ings during the Great Depression of the thirties 
dampened interest in this tj’pe of imestment, the total fell from $7.2 
billion in 1930 to $4.0 bilhon in 1040 During the war years, 1940-1945, 
these investments increased to $5.3 billion. In the j'ears following 
World War II they conhnued to increase slu'vl)’ until, bj’ the end of 
the fifties, they totaled $11.4 billion. Relative to direct investments, 
however, they have never regained the popularity which they enjoyed 
in the twenties. 

Portfolio investments abroad consist of broad t>pes; Equities 
(or stocks) and obligations (or bonds). There are man>' tj'pes of for- 
eign stocks and bonds available for foreign purchase in the principal 
countries of the world just as there are in the United States. Incorpora- 
tion and securities laws overseas differ from those in the United States 
The investor in foreign securities usually does not have the statistical, 
informational and analytical serv’ices to wliich he is accustomed in the 
United States. 

The reasons which motivate people to invest in foreign portfolio 
securities are similar to those which induce them to invest in domestic 
securities. There is the lure of high returns. The purchase of foreign 
securities may also be conditioned by special factors. A firm which has 
established business relabons with a foreign house may find it good 
policy to invest m the latter’s securities. Financial institutions with 
large sums on deposit m banks abroad may invest a part of them in 
foreign securities to earn interest or dividends. Institutions and indi- 
viduals with large domestic investments may find foreign securities a 
desirable means of diversifying their portfolios and spreading the risk. 
Investors in countries with rampant inBation or unstable governments 
may find domestic securities unattractive and seek safe havens m lands 
where there is political and monetary stability. Foreign secunties may, 
in addition, offer the inv'estor certain ta.r advantages 

Direct investments There are four broad categories of direct in- 
vestments. (1) investments in branches overseas, (2) the creation of 
subsidiaries, incorporated in foreign lands, (3) licensing and cross- 
licensing arrangements, and (4) the establishment of mtemational base 
or foreign busmess corporations abroad. 

The branch office or plant of a firm overseas is not established as 
a separate corporate entity' but is merely an extension of the home office 
or parent company to another land. As such, it has no separate exis- 
tence. For accounting and tax purposes, the earnings and losses of the 
branch are a part of the earnings or losses of the parent company. 
These offices usually perform a particular function, e.g. sales, puichas- 



236 


MODERN INTERNATIONAI ECONOMICS 


[Cfc W 


ing. representational or sK^ice, and tfieir operations are generally on 
a relatively small scale. 

The subsidiary is established overseas as a separate corporation, an 
entity in the eyes of the law legally separate from the parent company. 
These subsidiaries are residents of the country in which they are estah 
lished, and their earnings and losses are not those of the onning or con- 
trolling £rm. Frequently they are established as new business firms, 
owned partially or largely by the parent firm, but sometimes American 
firms buy a managerial interest in existing foreign corporations whidi 
then become foreign subsidiaries. In a newly-established corporation, 
the parent company may own xirtually all of the voting stock or it may 
offer some for sale to the residents of the country in which it is estab- 
hshed. 

These subsidiaries are established for a wide variety of operations 
which are likely to involve substantial amounts of capital. A company 
may set up an assembling plant abroad and ship parts and components 
to it for assembly into finished products. A complete manufacturing 
plant may be established abroad to make the products of the parent 
company, to use its technology, processes and patents. ^Vholesalmg or 
distnbution centers are created to be used as sales and distnbution 
points to cover large geographical areas. A firm may create a parts, 
components and repair center to service the equipment sold by the 
parent firm to customers overseas. 

The licensing arrangement is a relatively modem form of direct 
investment. If an American pharmaceutical company develops and 
patents a new antibiotic, a foreign firm may be licensed to manufacture 
the product against the payment of a royalty. A foreign owner of a 
patented new process may license an American firm to use the process 
under a royalty arrangement. An American firm may license a foreign 
manufacturer to use a valuable trademark upon the payment of appro* 
pnate sums The owner of a copyright covering a book, play, moving 
picture or television script, musical composition, picture or design, may 
hcense a foreign firm to reproduce the copyrighted materials for sale 
provided it pays an agreed royalty. 

Aa American and a foreign firtn, each owruag a number of patents 
in a related field, may engage in cross-licensing Under such an arrang^ 
ment the American firm licenses the forei^ firm to use its patents, an 
the foreign firm hcenses the American firm to use its foreign-own 
patents. Licensing arrangements may involve the investment 
amounts of capital, but this is not ordinarily the case. Although ^ 
investments arising from licoising arrangements are not large on e 
intematiODal capital accounts, they do have an impact on the ba ance 
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payments because of the royalties and other payments made thereunder. 

Licensing arrangements are also of some importance in the develop- 
ment of international cartels and present a problem for anti-trust poli- 
cies. For example, if an American firin licenses a foreign firm to mahe 
its antibiotics, it is likely to restrict the selling area of the licensee. The 
foreign firm will not ordinarily be allowed to sell the licensed products 
m the United States or in a foreign market which the licensor has 
aeveloped perhaps at considerable expense. Consequently, the licensing 
agreement may divide the sales territory between the licensor and licensee. 
Other restrictive business practices are often added, and some of them 
may raise issues under American anti-trust laws. Foreign countries 
generally do not have the strict anti-trust legislation of the United 
States nor are cartels always discouraged overseas. Accordingly, licens- 
ing arrangements often present greater problems to American business 
and government autboiities than to foreign. American direct investors 
have frequently complained that anti-trust legislation constitutes a 
serious mlemational competitive handicap. 

Foreign business corpomtions The foreign business corporation 
often has the avoidance or reduction of taxes as its objective. These 
corporations are established abroad by American firms to carry out one 
or more specific operations of the parent company, which can be sepa- 
rated from the over-all company program, or to act as holding com- 
panies for the foreign subsidiaries of the parent company 

Assume that an American manufacturing company has an export 
division which handles foreign sales, distribution and servicing of the 
firm’s products. To carry out these operations a subsidiary corporation 
IS established The Amencan parent company sells its products to the 
subsidiary abroad which in turn exports them to the parent’s foreign 
customers and arranges for the distribution of spare parts and servicing 
of the products. Better service to foreign customers and good will may 
be secured from such a procedure. 

An American corporation may have several subsidiaries abroad 
and find it impossible under the United States Internal Revenue Code 
to oSset all of the losses against the profits made by these subsidiaries. 
In such cases, it might pay the American parent company to organize 
an international base or a fordgn business corporation abroad to act 
as a holding company for its foreign subsidiaries. By so doing it is some- 
times possible to offset losses of some against profits of others before 
remitting net earnings to the parent company. 

Since taxes are not due the United States until profits are repa- 
triated, if the country of residrace of these foreign business corpora- 
tions imposes low income taxes or no tax at all, tax savings to the 
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American parent corporation may prove substantiaL There are se\-eral 
thousands of diese coiporations established abroad by parent American 
firms. 

Reasons for the Establishment of Foreign Subsidiaries 

After World W’ar I, many foreign countries employed import and 
exchange controls to protect their scant international reserves and to 
conserve them for what thw deemed essential imports Under such 
regulations American finns experienced difficulty in e.Tporting to man y 
destinations, because importers in these countries could not alvvaj's ob- 
tam an import or foreign exchange license authorizing the transaction. 
In other cases import tariffs were so high that some American products 
could not be sold coinpetitively in certain foreign markets. Faced with 
these bars to exports, some firms established manufacturing plants 
abroad and made the products in the countries vvith the import bai- 
riers. They thus retained theu" foreign markets and the profits whiii 
these majVets \ielded. 

The European Economic Commimity and the European Free 
Trade Associabon have proved attractive to United States chrect in* 
vestors At the end of twelve to fifteen years, the countries of these 
organizations probably will have eliminated tariSs among the mem- 
bers while re tainin g customs duties appbcable to countries outside. 
United States firms exporting to these nations will then have a tariS 
applied to their exports and be at a relative disadvantage as compared^ 
with firms located inside the areas. To overcome this impediment many 
Umted States firms are establishing subsidiaiy firms in the European 
Economic Communit>’ and Free Trade Association countries. 

Some firms, such as automobile manufacturing companies where 
transportation is an important element of laid-down cost, discovered 
that a foreign assembly or manufachinng plant can save money on 
transportation costs and produce completed automobiles more price- 
competiti> e on foreign markets Mining companies are obliged, of course, 
to establish subsidianes abroad if the mineral deposits are found there. 
Sugar plantations are located in areas where the soil and climate are 
adapted to that tv-pe of crop .An electnc power companj' must be located 
m or near the countiy of the users of the pow er The relativ ely high wages 
prevailing in certain American industries prompt some business managers 
to transfer their operation overseas to take advantage of lower wage 
scales, a number of Amencan firms have set up plants in Puerto Rico for 
this reason and other capital migrations may be expected in the future 
for the same reason 

If some firms are to do business at all abroad they roust establish 
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foreign subsidiaries. A mail order house with retail store outlets decides, 
for example, to sell to Brazilian consumers. If it sells through its cata- 
log, the Brazilian purchasers will have to clear each transaction through 
the Brazilian customs and through United States export controls. Since 
this is a cumbersome and expensive process the mail order house can 
establish retail store outlets in Bra^han cities, organize them as cor- 
porate entities under Brazilian law and customers will then no longer 
face import and export problems. Other firms which do not sell, but 
lease their products to foreign users, find a foreign assembly, manu- 
facturing or distributing subsidiary a convenient way to handle this 
type of business. Other firms, making products which require extensive 
servicing, have found the foreign subsidiary to be an efficient means of 
guaranteeing adequate service to foreign customers. 

In some foreign countries, where nationalism is strong, business 
firms from abroad are wewed ivith suspicion and hostility. A subsidiary 
established as a domestic corporation, using a local name, employing 
nationals in both management and the labor force and at least partially 
owned by inhabitants, may enjoy better public relahons. 

Of course, the basic reason underlying the establishment of direct 
investments abroad is business expansion American firms expand 
abroad for much the same motives that they do in the United States. 
The lute of larger profits is but one reason for expansion. The desire 
to play the business game on a larger board and with more pieces is a 
powerful spur to enlarged business operations. 

Such are the types, the role, the features and the motives which 
underlie investments abroad. Detennination of the pobcy implications 
inherent in them and an examination of the amounts and results of 
these investments are reserved for the following chapter. 


QUESTIONS AND PROBLEMS 

1. In what «a%s .ire the b-ilances of payments effects of portfolio investment 
different from those of direct investment^ 

2. If total United States mvestmimt continues its present rate of growth, 
what changes are likely to appear m the future structure of our balances 
of payments^ 

3 A Communist m.igazine states that United States direct investments 
abroad are nothing more or less than a modern form of colonialism and 
ensl.-ivement Comment on this statement 

4 Under what saryire conditions would an Amencan firm (a) estabbsh a 
factory abroad, (b) open a branch sales ofiice in another country; (c) 
erect an assembly plant overseas? 
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5. What effects do United States cinporate and individual income taxes have 
on investments abroad? 

6 Under what circumstances ate American firms hlcely to bcojje foreign 
firms (a) to use their patents, (b) to employ their trademarks? 

7. To what extent may in\eslinents and income on investments be said to 
constitute balancing items in a country’s intemational economic relahon- 
ships? 

8 Should underdeveloped nations seek investment from abroad^ Why or 
why not® Under what condihons® 

9 Define or describe Western Hemisph^e Trade Corporation, investment 
promotioD, investment guarantees, repayments, redemptions, government 
capital 

10. Under what circumstances might an American corporation establish a 
foreign business corporation abroad® 

For bibliography sec end of chapter 14 



International Investment; 
Policies, Amounts and Results 


Tlecent years have brought an upsurge in foreign investments by 
U, S. industrial concerns coincident with advancing national output and 
incomes here and abroad . . . These investments reflect an increas- 
ing degree of integration >nlh local economic development, tasulting 
in many significant direct and indirect effects . . . One result of this 
large outflow of our private capital has been the contribution made 
to the programs of many countries to foster accelerated economic pro- 
gress** 

The United States Department of Commerce characterized the 
foreign business investments of the United States in the words just 
quoted. These comments present an aspect of international economic 
relationships of growing importance to both developed and under- 
developed areas~an aspect which is one of the sources of strength of 
the free world. This chapter discusses some of the results of these pn- 
vate and government foreign ini'estmenls and the operatzons of business 
subsidiaries abroad. 

Direct incestments and /orcign economic policy American com- 
panies frequently cany on negotiations directly with other countries 
with the objective of establishing branches and subsidiaries in their 
territory’. The agreements which they make through their own negotia- 
tions are as much a part of foreign economic pohcy as any arrangement 
negotiated officially and underlroe the fact that all foreign economic 
policy is not official, much of it is made by private business. 

Once the investment plaos have been made and the company is 
operating m a foreign country’, its conduct becomes an important mat- 
ter for American foreign economic relations. A largely Ametican- 

> United States Department of Commerce. U S. Bunness Intestmenit in Fctelgn 
Countnej. VS’ashJngton, D C.. Umted States Covwnment Printing Office, 1960, p. 1. 
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owned oil company, for example, is carrying on operations in Saudi 
Arabia. It pays substantial royalties to the Saudi Arabian government. 
It employs modern labor practices, pays relatively high wages and pro- 
vides a variety of modem fringe and educational benefits for its work- 
ers. The company feels that it has a certain responsibility to the Saudi 
Arabians and their government, and it discharges this responsibility 
handsomely. 

An American petroleum company in Venezuela pursues similar 
policies. A United States mail order house has retail store outlets in 
Brazil and Mexico where it provides employment opportunities at good 
wages. It purchases locally much of its merchandise, aiding domestic 
firms with capital and technology to produce these articles. The firm 
plows back a substantial fraction of its local earnings into expansion 
and improvement, pays taxes and contributes to the growth of national 
product and income m both countries.* 

TTie activities of these companies and others like them are charac- 
teristic of much United States investment abroad today. The Great De- 
pression, the reforms of the thirties. World War II and the develop- 
ment of the revolutionary spirit in underdeveloped areas, have all served 
to bring about a modem attitude on the part of business which is re- 
flected in a growing sense of its responsibility abroad. 

CoTisultations with Department of State During the twenties, 
American business frequently consulted the Department of State before 
investing directly abroad The Department did not have the right to 
approve or disapprove these investments oflicially If, however, Its atti- 
tude were unfavorable, such investments generally were not made 
Although American business still consults the Department of State and 
sometimes the Department of Commerce in connection with its over- 
seas investments, today it seeks information and assistance rather than 
an expression of attitude. It might appear that the consultations of the 
twenties were desirable because they tended to bring private business 
programs in line with oificia! foreign policy. On the other hand, if these 
consultations had expanded they might have meant an extension of 
government authority over business which could have important impli- 
cations. 

United States Direct Investment Enterprise Operations Abroad 

The operations of United States direct investment enterprises 
abroad have far-reaching effects on both the economies of this country 

- An inleresbng account of the role of United States direct investments in Latin 
Amenca will be found in U S Iwestments in the Latm American Economy, by S^nel 
Puer and Frederick Cutler Washington, D C. United States Government Printing 
Office. 1960. 



CH. U] INTERNATIONAL INVESTMENT. POLICIES. AMOUNTS AND RESULTS 2<3 

and the host countries. Some of these effects can be measured quanti- 
tatively; others can only be appraised in qualitative terms. In the 
foUoTving sections of this chapter, the quantitative aspects of American 
business operations abroad are emphasized. Data measuring the scope 
of the worh of these firms are not ai'ailable in every year; tbe most 
recent year for svhich comparable data are available has been used in 
each case.® 

Production and sales. The total sales of American direct invest- 
ment enterprises overseas amounted to approximately $32 billion in 
1957, a magnitude substantially greater than United States exports of 
goods and services in that year and approximately 5 per cent of tbe 
domestic sales of American firms. Somewhat more than $3.5 billion of 
these sales consisted of exports to the United States and accounted for 
more than 23 per cent of all United States imports. These companies 
also exported about $3 bilhon worth of goods to other foreign destina- 
tions, leaving approximately $23 5 bilhon for consumption in tbe coun- 
tries in which they were located. 

Expenditures. American direct investments not only aid in tbe 
development of tbe countries m which they are located by adding to 
their gross national products, they also contribute to tbe national in- 
come of the inhabitants through Aem expenditures which amounted to 
some $37 billion in 1957 These overseas outlays represented 5 to 6 pet 
cent of the total expenditures of all American domestic corporations of 
approsiinately S675 bilhon Wages and salaries paid in foreign coun- 
tries were almost $7 billion and were received by more than seven mil- 
lion emplo>ees, of which only 1 per cent were Americans. Their most 
important expenditure was for materiab and services amounting to 
about $22 billion. Relatively little was spent for imports from the United 
States— only about $2.5 bilhon went for purchases from this country 
constituting about 12 per cent of all such purchases in that year. 

These firms contributed to the tax receipts of the governments of 
the host countries. In 1937 their tax bill amounted to approximately 
$4.5 billion including $2.4 billion for income taxes and $21 For indirect 
taxes. In some countries the income taxes paid by American subsidianes 
represented over 50 per cent of all corporate income taxes collected. 

Eomfngs, These investments hav'e justified the confidence which 
American parent companies placed in them. In 1957 the United States 

* The matenal in this sectioo is based on the articles by Pirer, Samuel and Cutler, 
Frederick, “Umxed States Foreign Imestmeots Measures of Growth and Economic 
Effects,” "Umted States Assets and Investments Abroad,” and “Foreign Capital Out- 
lays and Sales of U S Companies,” Surc^ of Current Bustnesr, Department of Com- 
merce VVashinglori, D C.. United Slates Govenunent Printmg Office, September 
1960, pp. 15-24; August 1961, pp. S0.26, and September 1961, pp. 18-24, respectively. 
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share of the total earnings of its direct investment enterprises overseas 
was more than $35 billion, a return of more than 10 per cent on the 
book value of the invested capital. The largest earnings were made by 
the petroleum companies followed by manufacturing, mining and 
smelting. In addition to the United States share, foreign interests in 
these companies obtained about $400 million, o% er half of which went 
to Canadian shareholders- 

United States parent enterpnses received in declared dividends 
from their overseas subsidiaries $2.3 billion in 1960, largely from petrol- 
eum firms. These overseas establishments retained a substantial frac- 
tion of their earnings for local expansion and improvement in the coun- 
tries in which they were located. In 1960 about $1.3 billion of their 
eammgs was mvested abroad, thus adding to the total capital of the 
countnes in which they were located.* 

International Investment Position of the United States 

Set inoestmeni postuon The net investment position of the United 
States is computed by subtracting from the total of its imestments 
abroad those of other countries in American firms and is shoivn on 
Table 14.1. 

During and after World War II, United States investments abroad 
mcreased from $11.4 billion in 1939 to $71.4 billion in 1960. This con- 
trasts Nvith the nse in foreign assets in the United States from $9 6 
billion in 1939 to S-H 7 bilbon in I960 The net investments of the 
United States grew by almost 1500 per cent, from $1.8 billion in 1939 
to $26 7 billion in 19W Amencan government credits to foreign coun- 
tries also showed considerable expansion Starting from zero in 1939, 
exclusive of ^Vorld \^'ar I loans, they amounted to $21.1 billion in I960 
including loans made to Allies dunng World II. Short-term capital 
outflows increased by SOO per cent during the period, from $0 6 billion 
m 1939 to $4 9 bilhon in 1960 

Siattis of Uoiied States direct investment abroad. The increase in 
direct investments has been an important feature of United States post- 
World \\'ar II international economic relationships By 1960 they 
reached a total of almost $33 billion Manufacturing and petroleum 
industries accounted for the largest share with about $11 bilbori each, 
mining and smelting, public utilities and trade followed, none showing 
a total of more than $3 1 bilLon 

Canada, as would "be expected by reason of the similarity of its 

* Additional information and tables showing ether aspects of the operations of 
Amencan direct iniestments abroad are given in*f/ S Bimness Incestments m Fofeigi 
Countries, ated in footnote 1 
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commercial laws and practices to those of the United States, its prox- 
imity and the opportunities which it offers, was the favorite location 
for American direct investments. These investments reached a total of 
{11.2 billion in 1960. The Latin American republics, accounting for 
$8.4 billion, were second with petroleum the favored industry. Heavy 
direct investments were also made in Europe, the Middle and Far East. 
Investments in Africa totaled $925 million in 1960 and are growing. 

United States Government Loans 

Government international lending and borrowing is about as old 
as private foreign investment. During the late Middle Ages, various 
rulers often borrowed from banlcers in foreign countries. The American 
Colonies and several states have borrowed abroad. During World War 
I the United States government made large loans to its Allies to help 
them finance that conflict, and after the war its credits helped these 
countries cany out programs of reconstruction. Inter-govemmental 
loans form a part of the history of almost all nations, and government 
international loans are an established feature of the world economy. 

Rearorw for government investment. Experience with government 
International investment has not always been happy for there have 
been a niunber of defaults. Because of this fact the United States has 
come to place more emphasis on unilateral transfers as a form of for- 
eign assistance. In spite of the many instances of failure to respect loan 
contracts, governments continue to invest abroad largely because it is 
an important arm of foreign economic policy. The attainment of for- 
eign objechves, made possible or implemented by foreign loans, is fre- 
quently more important than the cash value of the loan itself. War- 
time credits granted to Allies are a case in point Loans have sometimes 
been made to attract governments away from alh'ances widi other 
countries or to assure that they will remain “on our side.” They have 
also been used to maintain peace and stability m certain areas. Some 
of the credits granted during World War II to neutrals were made to 
attain these objectives. Governments frequently grant loans to under- 
developed countries in order to develop their economies and help them 
become better marked for products. 

From another point of view, government international investment 
takes place because private investment is not possible or does not meet 
all requirements. A projected loan may be too large or the risk too 
great for private lenders. In such cases governments may step in, > 
they deem the investment woithivhile, and grant the desired credits 
Government international investment,* from this point of view, may e 
regarded as complementary or supplementary to private. 
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Magnitude of government investment. Table 14.1 presents the 
total amount of United States government credits and claims excluding 
World War I loans for selected years, 1939-1960 In 1960 they stood at 
$21.1 billion— almost 30 per cent of the total m\’estoient, both private 
and government, of $71.4 billion. 

Government lending procedures. The government investment pro- 
gram is coordinated by the National Advisory Council on International 
Monetary and Financial Problems (NAC) composed of the Secretaries 
of State, the Treasury. Commerce, the Chairman of the Board of Gov- 
ernors of the Federal Reserve System and the Chairman of the Board 
of Directors of the Export-Import Bank of Washington. All proposals 
and requests for government credit are examined by the NAC which 
determines and unifies federal investment policy. 

The amount of credit extended by the United States through its 
major foreign assistance programs since 1945 is presented in Table 14.2. 
On Ae average, it has amounted to sLghtly more than $1 billion each 
year. Although a large share of United States loans are either extended 
or administered by the Export-Import Bank of Washington, the Devel- 
opment Loan Fund has provided loans wbch are advantageous to 
low-income countries. Loan operations are also carried on in connec- 
tion with the Agricultural Trade Development and Assistance Act. 

The Export-Import Bank of TVoshington. The Export-Import Bank 
of Washington (Ex-Im Bank) is a government agency which was cre- 
ated in iSW to extend loans for the e;q>ansion of United States foreign 
trade. Increased exports were desired at that time as part of govern- 
ment efforts to increase domestic employment and to promote economic 
recovery. Gradually the Ex-Im Bank was granted increases m its lend- 
ing authority, and it has become an important medium through which 
the United States government seeks to achieve certain foreign policy 
objectives. A sizable share of government loans has been channeled 
through or administered by’ this agency’, which ov’er the years has be- 
come one of the more important sources of medium- and long-term fed- 
eral credit and loan guarantees. 

The Export-Import Bank, which in 1^8 had its lending authority 
expanded to $7 bilhon, obtains most of its financial resources by bor- 
rowing from the United States Treasury. The Bank provides funds for 
financing exports, for reconstruction and for development projects. Its 
loans, which must be economically sound and self-liquidating, may be 
extended to domestic or foreign firms and to foreign governments or 
their agencies. Financing is available from the Bank only in instances 
where the potential borrower is unable to obtain it through normal 
commercial channels Generally, it attempts to limit its assistance to 
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1954 

1955 

1956 

1957 

1958 

1959 

1960 


Ne%v Extended by the Untted States 

Thbocch Its Mx» Foreign Assistance Pbograms* 

(in millions of dollars) 


A,■^ ” of the Etpoit-Irapoit Bank, through the Mutual Security 

me„t .„d teSrno; An"' T™de D.v.I.P- 

Source States Departmenf of Commerce Statlsitca} ALsIract of the Umlei 

States 196/ Washmston 1961. p 870 


cover onl) the foreign exchange requirements involved in the construe- 
tion^of a gn en project Another feature of the Bank’s loans is that they 
tP c ' ^ proceeds must be spent on items procured from the 
ioo\ 1 Disbursements of the institution since its inception in 

t trough June 1960 have amounted to slightly more than $7 bil- 
lion The greatest share of these loans has been extended since the end 
of ^Vorld U'ar 11 

The Bank has assisted in various financial operations of such gov- 
ernment agencies as the Economic Cooperation Administration and the 
Intemahonal Cooperation Administration It also administers the local 
•oans extended to private firms under Public Law 4S0 In 
addition it is authorized to guarantee loans which wnll promote United 
Stales trade with foreign nations 

Operations of the E\-Im Bank have been subjected to both ap- 
proval and condemnation Criticism has been directed toward the 
Bank, because its transactions are influenced by government policies. 
Proponents of the Bank reply b>' pointing out that the United States 
must use all the means at its disposal to give effect to its poUaes and 
that the Ex-Im Bank loans should not be overlooked in pursuing its ob- 
jectives Another criticism relates to the fact that the Bank’s loans are 
tied Tied loans are criticized as undesirable because borrowers may be 
prevented from utilizing the proceeds in the most economic fashion and 
because they are not conducive to multilateral trade. 
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A favorable aspect of the Banh is that it is an additional source of 
funds through which international trade and development projects can 
be financed, its loans represent a net increase in the flow’ of inter- 
national investment. The Ex-Im Bank has been financially successful, 
it has sustained but few losses and has returned large net profits to the 
Treasury. 

The Agricultural Trade Detclopmcnt and Assistance Act In 1954 
the United States introduced a program, the Agricultural Trade De\ el- 
opment and Assistance Act (Public Law' 4S0), designed to combine the 
disposal of domestically-produced sui^Ius agricultural commodities v^dth 
foreign economic assistance Title I of this Act authorizes the ex- 
change of United States surplus agncultural products for the local 
currencies of certain foreign countries Titles 11 and III authonze the 
donation of surplus commodities to alienate malnutrition, stairatjon 
and emergenc>’ disaster* Reasonable precauhons are taken to assure 
that Public Law’ 480 operations do not mterfere with the usual market- 
ings of the United States and with the trade of fnend!> nations The 
total e'fport value of agricultural products disposed of under the three 
Titles has averaged slightly more than SI biUion a year Since its incep- 
tion, approximately one-quarter of the total \alue of United States 
agricultural exports has been channeled through *his program 

Loan operations anse out of Public Law 4S0 operations as a result 
of the local currency sales under Title I The currencies accumulated 
are the property' of the United States go\emment, but as shown m 
Table 14 3 about one-half of the total has been loaned to private firms 
or the government of the purchasing country for deselopment pur- 
poses Repayment is normalh made m the type of currency originally 
borrowed Almost one -fourth of the total currenev proceeds has been 
granted to host countries for purposes of common defense and economic 
deielopment The local currencies are valuable to the host country be- 
cause they can be used to cov er the domestic costs of v'arious proiects 
Local currencies not loaned or granted are either used by the United 
States government for jts administrative expenses in the host country 
or ate retained for future contingencies 

An advantage of Title I is that recipient countries receive food and 
fiber products on relatively favorable terms Because purchases can be 
mads With local currenaes, these countries need not give up foreign 
exchange It should be noted that agricultural products are available 
under this program only after a country has made its usual purchases 
from the Uruted States A second advantage is that the local currencies 

^Operations under Titles II and III of Pubbe Lavs 4SO, as 'veU as Seetjon 402 
of Ihe Mutual Secunty Act, are piinianl> grants 
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TABLE 14.3 

Disposition of Public Law 480 Local CimiiEKCiEs as Pbovided by Agreements 
Signed July 1, 1954 - June 30, 1961 
(m thousands of doUars) 

Use Amount Per cent 

Common defense 
Grants for economic development 
Loans to private enterprise 
Loans to foreign governments 
For United States purposes 

Total 6,616,923 100 0 

Source. The 14th Semiannual Report on Activities of the Food-for-Feace Program 
Carried on under Public Law 480, 83D Congress, As Amended House Docu- 
ment No 223, 87th Congress. Isl Session Washington U. S Covemment 
Printing Office, 1961, p 81 


398,804 6 0 

1,126,614 17.1 

399,172 6 0 

2,939,758 444 

1.752.575 265 


amassed under Title I can be employed by the host country to provide 
capital for desirable projects. 

A disadvantage lies in the fact that many of the recipient countries 
are ex*colonies, and they may resent foreign control of a share of their 
money supply. Operations have also created conflicts with other agri- 
cultural exporting nations which object that they are losing foreign 
markets to the United States Although the surplus sales are not to Inter- 
fere with usual marketings of other friendly nations, it appears that the 
United States has absorbed the greatest share of the increase in world 
markets for agricultural products. This is damaging to some.of the low- 
income countries which rely on wheat, cotton and rice exports as im- 
portant sources of foreign exchange receipts. 

Development Loan Fund The United States government created 


the Development Loan Fund (DLF) in 1957 to provide assistance 
tailored to suit the needs of some underdeveloped regions. During its 
short period of operations, the DLF provided financing for economic 
development on flexible and favorable terms which were especially advan- 
tageous to countries with Lmited repayment capabilities. Loans from this 
agency were more generous than the usual commercial loans. First, the 
DLF was authorized to accept repayment in local currencies where dollar 
repayment would prove burdensome. Second, even if dollar repaymeot 
was expected, convenient terms were arranged; in some cases, no 
est was charged and repayment could be made over a fifty-year P®”® 
with provision for grace penods In October 1959 the DLF commence 
to emphasize tied loans, that is, the loan proceeds were to be employe 


to purchase goods and services from the United States. 

The sole objective of this agency was to provide financial resourws 
for economic development, and it allocated funds only for spea c 
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development projects or programs. Loans could be e-vtended either to 
private firms or government entities, but they complemented rather 
than competed \vith those from the World BanL, the Export-Import 
Banlc and private institutions. 

The DLF has made loan commitments for such purposes as the 
expansion of a sugar mill in Bolisia, a porver plant in Libya, a fertilizer 
plant in Greece, and railway development in India. By far the largest 
volume of credit has been extended for transportation, communications, 
industrial and power facilities. Through January 1960 funds had been 
earmarked for more than 115 projects in 43 countries, and commitments 
totaled about S950 rmllion. In 1961 the DLF was terminated as a cor- 
porate entity, and its functions were incorporated into the newly- 
created Agency for International Development. 

Foreign Direct investments m the United States 

Foreigners have long maintained substantial investments in the 
United States, largely of the portfolio t>pe. Their portfolio holdings 
amounted to over S4 billion and direct investments to $15 billion in 
1929. By i960, these portfolio investments stood at $11.5 and direct at 
$6.9 billion. Foreign inv'estors, like their American counterparts, have 
recently been using the direct t>pe in preference to the portfolio Dur- 
ing the period 1929-1960, portfolio investments increased by 290 per 
cent and direct investments by 460 per cent Between 1950 and 1960, 
foreign mvestment in the United Stales increased on the average $350 
million annually. 

Nature of foreign direct investments in the United States. There 
ate important differences between foreign direct investments in Amer- 
ica and those of the United States abroad. Amencan direct investments 
abroad are about five times as large as those of foreigners in the United 
States and have increased at a faster rate. United States capital is at- 
tracted b>’ resource development and processing facibties in foreign 
lands. Investment by foreign interests in American enterprises favors 
the financial and insurance bnsmess. But relatively few countries invest 
in the United States, whfle American companies hav’e mvested in a 
large number of countries. 

United Kingdom residents have been consistently the largest hold- 
ers of American direct investments and account for nearly one-third 
the total. Their holdings are largely concentrated in the insurance 
business. Other substantial investors in America are the Netherlands, 
Switzerland, Canada, France, Belgium, West Germany and Italy. In 
addition to insurance and finance institutions, manufacturing indus- 
tries have proved atlractiv'e to for^gn investors. Machinery, textiles. 
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beverages, paper products, chemicals and artificial fibers account for 
the bulk of foreign direct investments in United States manufacturing 
enterprises. Foreign petroleum holdings consist principally of British- 
Dutch firms and Canadian pipelines. 

Earnings and sales. Although foreign investments in Amenca 
amount to about one-fifth the value of those of the United States 
abroad, their earnings are approximately one-tenth of American over- 
seas firms. The greater eamings of United States enterprises abroad 
can be explained by the differing industry composition of the invest- 
ments. The earnings of foreign subsidiaries in the United States have 
averaged between $300 and $400 million a year during the past decade 
and are showing a tendency to rise. 

About 60 per cent of the profits of foreign direct investments in 
Amenca was paid out m dividends and 40 per cent was reinvested. 
These firms sold about $8 1 billion worth of goods and services in 1959 
The largest «ales were those made by manufacturing companies ($51 
billion), followed by petroleum ($2.4 billion) and $900 million for 
chemicals and related products. About 75 per cent of the revenue from 
sales was used to pay for cost of goods sold and depreciation while 
approximately $400 million was paid to United States authorities for 
taxes equally divided beriveen income and other levies.* 

Significance of United States investment position. The magnitudes 
presented in this chapter indicate the grovving importance of foreign 
investment in the world’s international economic relationships They 
undeilme the fact that the United Stales is a creditor nation capital- 
wise and IS contributing by funds and technology to the groivth of 
many countries, both developed and underdeveloped If present trends 
conhnue investment is likely to loom larger, trade in goods and services 
may come to occupy a relatively smaller place in the patterns of United 
States balances of payments. 

Another form of foreign investment, that made by international 
lending mstitubons, is described in Chapter 24. The theory which under- 
lies the trade of jiations and which at least in part conditions interna- 
tional investment is discussed in the next chapter. 

QUESTIONS AND PROBLEMS 

1 Both the federal govemmeFil and American direct investors abroad make 
United States foreign economic policy What are the advantages and dis- 
advantages of this dual policy system^ 

® Additional information concerninR forcicn direct inve^tmenu in the Unit^ 
States is given in Pizer, Samuel and Warner, Zalie V , “Foreign Bininess InvestmecU 
in the .United States," Survey of CwirCTf Btisinett, Department of Comiiierce, 
ington. D C . United States Coiemment I^inting Office, October 1961, pp 11-*® 
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2. The Department of Commerce does not include m its balances of paj- 
merits figures showing the re-im estment of the eaniings of direct iniest- 
ments abroad as a part of capital outflows The International Monetary 
Fund, in its balances of pavments, includes these re-ins ested earnings as 
a part of the capital outflow of the coiintr>’ of the parent companv ^VTiich 
of the two methods is preferable'’ W’hy'* 

3. Wnte a note on each of the foBowing aspects of United States direct 
ins estments abroad (a) earnings, (b) income gamed bj Americans, (c) 
sales of manufacturing enterprises, (d) rc-mvestment of profits 

4. What impact have United Slates direct investments had upon the econo- 
mies of foreign nations^ 

5. Wliy has the United States government invested abroad^ 

6 What are the functions of the Export-Import Bank of W ashington’ 

7. How are the lending policies of the United States gov emment coordinated^ 

8. Should the United States assist underdeveloped countries with loans or 
with grants’ Wh>’ 

9. In what respects are United States government bans complementary and 
supplementary to those made bv private business’ 

10. Compare foreign direct investments in the United States with American 
direct investments overseas 

11. Account for the grow-th of foreign inv esfments in the United States 
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its pattern and role, conditions for a good investment climate, and the 
relationships between public and private overseas investment. 
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number of monographs dealing wdi the organizabon and operabons of 
specific American firms located abroad. These are: Case Grace in f mi. 
Creole Petroleum (in Venezuela); Sears, Roebuck of Mexico; Sacony 
Mobil in Indonesia, 1 BM in France These works stress the contnbutions 
which certam American firms have made to the countries in which they 
are located. 

Sources. 

The basic sources of stitisbcal information on Umted States investments 
abroad and foreign mvestmcnts m the United States are to be found in the 
various censuses of its foreign investments The earliest of these, undertaken by 
the Treasury Department m 1942 and 1943, provide benchmark data on the 
status of United States foreign investment for the periods covered "The results 
of the censuses were published in the Census of Foreign-Otcned Assets in the 
United States, United States Treasury Department, Washington, D C. United 
States Government Pnnbng Office, 1945 and the Census of American-Oictied 
Assets in Foreign Countries, United Stales Treasury Department, Washington, 
D. C: United States Government Pnnbng Office, 1947 The data presented 
*re kept up to date by the Department of Commerce in its Suruey of Current 
Business especially in the August and September issues of each year In 1950, 
the Department of Commerce took another census of foreign investment the 
results of which appeared m Foreign Investments of the United States, A 
supplement to the Survey of Current business. United States Department of 
Commerce, Washington, D. C United States Go\-emmeTit Printing Office, 
1933 The latest census was taken by the Department of Commerce in 1960, 
and some of the results were published m the Survey for September 1960 under 
the btle of “Foreign Ini'estmenls— Summary and Analysis of Recent Census. 
Current Trends and Economic Effects.” and m the October, 1960 issue, "Capita! 
Outlays Abroad by U S Companies ” More compfete results of this census are 
given in a monograph U S Business Investment m Foreign CDunines. United 
States Department of Commerce. Washington, D C United States Govem- 
tnent Prinbng Office, 1960 Recent information on foreign in>estTr»ent'; in the 
United States will be found in Pizer, Samuel and W'amer. Zahe V , "Foreign 
Business InveHraenlsjtn ihe Current Bitvfiie&s Oilnbi-j 

1961, pp H-I6 Statistical mfonnation on eapitai movements abroad will he 
found in the Balance of Payments Yearbooks published annually b\ the Inter- 
nabonal Monetarv’ Fund which contain data showung the movement of capital, 
both domesbc and foreign, for each member countrv T?ie monthly publication 
of the Fund, International Financial Stafutics also provides data on the invest- 
ment position of the member coontnes The Staff Papers published h> the 
Fund from time to hme contain articles on international ini estment 
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The Development of 
Classical Trade Theory 

“What is prudence m the conduct of every private family, can 
scarce be folly m that of a great lcing.dom. If a foreign country can 
supply us with a commodity cheaper than we ourselves can mal>e it, 
belter buy it of them with some part of our o%vn industry, emploj'ed 
in a way in which we have some advantage.”^ 

Adam Smith, in the late 1700's, thus characterized the advantages of 
individual and international specialization. His treatise, An Inquiry in- 
fo the Nature and Causes of the Wealth of Nations, presented a 
trating criticism of the Mercantile System. Yet it was much more than 
this for m it he shoived the benefits of an aJtematii'e s)’stem, that of 
freedom in economic pursuits.* 

Absolute Advantage 

Two major themes dominate the Weahh of Nctfons, that of laissw 
faire and that of specialization or the division of labor. In contrast to 
the MercantiLsts, Smith espoused a belief that society would benefl if 
government intervention in economic life were reduced to a minimi 
With the “invisible hand” concept, he advanced the thesis that "hen 
individuals remain free to pursue their oivn self-interest, the greatest 
welfare of society is assured. Second, Smith strongly advocated spC'-J* 
ization and demonstrated ho%v the dicisxon of labor promotes big ^ 
productivity and hence maximizes economic weTl'being. 

Application to intenwitiofMiI trade. The benefits of laissez faire an 
the di\ision of labor were also applicable to the international econoni} 

1 Smith Adam, An Irujiiinr Into the Katurc and Causes of the Wealth 
Vol I, 1910 edition E\cr)TOan’s Library, Edited by Ernest Bbys London- J. 

& Sons. Ltd . p 401 _ tun fcantiW 

- Smith was not the Erst writer to eigioie some of the fallacies ‘ 
literature Earlier cnties included the Physiocrats (see chapter 2) and Da« 
who ads anted the pnce-speae-flo« mechanism (sec chapter 9). 
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Smith asserted that an individual would not ordinarily attempt to pro- 
duce at home those goods which would cost him more to make than 
to buy. He argued that if specialization and exchange is beneficial for 
individuals it must also be beneficial for nations. Free trade promotes 
the division of labor and is a prerequisite for the most advantageous 
employment of a country’s industry. 

Smith’s explanation of the reasons for trade was cast in terms of 
absolute advantage; a counfty tpould export (import) a commodity if 
it produced the commodity at a lower (higher) cost than other nations. 
If specialization is to occur, international trade in goods and services 
must take place. Because of the nature of trade, countries must be 
willing to import as well as to export if they are to achieve the poten- 
tial benefits which it offers. Government interference in the form of 
trade barriers tends to preclude an international division of labor and 
the concomitant benefits of greater production. However, Smith recog- 
nized that protection of domestic industries might be justified under 
certain circumstances, such as for defense purposes. 

Impact of Smith’s writings. The Wealth of Notions bad a powerful 
impact on the economic thought of its day and marked the beginning 
of the Classical School, which was to dominate economic philosophy 
for the next century. The immediate and widespread popularity of his 
book ia part reflects the fact that it was consistent with the conditions 
of die time. Although Smith provided a strong case for unrestricted trade 
and exchange, a more far-reaching theoretical framework was advanced 
by David Ricardo. 

The Principle of Comporotive Costs 

The fundamental argument for international specialization and 
exdiange of goods and services rests on a theoiy popularized by David 
Ricardo (1772-1823).® His analysis, now called the pnndple of com- 
parative costs, marked an advance over Smith's for Ricardo reasoned 
that it might be advantageous for a nation to import an item even if it 
could be produced internally at a lower cost. Much of today’s inter- 
national economic theory represents either a modification or a refine- 
ment of this early principle. 

Ricardo’s model was simple and phrased in real terms, labor and 
units of commodities, rather than in terms of prices and costs.^ He 

® Ricardo, David Pnnctpfcs of Polttical Economy and Totalion Edited by E C K 
Conner London George Bell and Sons, 1891. pp 108-130. 

* Jacob Vmer has suggested that Classical wnlers employed real costs not as a 
subsbtutc for tnone> costs, but to give greater rf^iBcance to welfare analysis See Vmer, 
Jacob Studies in the Theory of Intematiorud Trade London' George ADen & Univin, 
Ltd, reprinted 1935, pp 483-484 
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assumed: (a) hvo countries, Portugal and England; (b) two commod- 
ities, wine and cloth; (c) one unit of wine exchanges for one unit of 
cloth in international trade; and (d) the costs of producing the two 
commodities were denominated in terms of units of labor time. The 
labor time required to produce wine and cloth in Portugal and England 
was as follows: 

Portugal England 

Wine (1 unit) 80 men a year 120 men a year 

Cloth (1 unit) 90 men a year 100 men a year 

Benefits for Portugal. In this example, Portugal requires fewer 
units of labor to produce both wine and cloth than England, accord- 
ingly the cost of producing these items is less in Portugal than in Eng- 
land. Yet it would be advantageous for Portugal to concentrate on the 
production of wine for domestic use and for exportation and to import 
cloth from England. If Portugal specializes in wine production, a unit 
of wine, which requires the labor of 80 men, will purchase one unit of 
cloth from England. But if Portugal diversifies and produces both ivine 
and cloth, one umt of cloth requires the labor of 90 men. Thus Portugal 
would achieve a saving of the labor of 10 men with the production of 
every umt of wine, which can be traded ivith England for one unit of 
cloth 

Accordingly, it would be to Portugal’s advantage to devote her pro- 
ductive facilities to wine which would exchange for more imported 
cloth than could be produced at home ivith the same amount of labor. 

Benefits for England Portugal, which can produce both wine and 
cloth at lower labor costs, and England where labor costs are higher 
for both items, would both benefit by speoalization and international 
commerce If England concentrates on cloth production, a unit of cloth, 
which requires the labor of 100 men for one year, will be sufficient to 
obtain one unit of wine from Portugal But the production of one unit 
of wine will require 120 men if England produces both ivine and cloth 
Accordingly, England will sa\'e the labor of 20 men for a year if she 
specializes in cloth production and engages m international trade to 
obtain the wine Hence if England specializes in cloth production, it 
also uses labor more efficiently and would benefit along with Portugal. 

The pnnctple of coniparativc costs. The absolute costs of produc- 
tion are not relevant in detennining what commodities a country can 
export or import most advantageously. A country should employ its 
resources in the most profitable altematicc. either in the production of 
items for which it has the greatest comparative advantage or of those 
for which if has the least comparative disadvantage. Portugal has an 
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absolute advantage in the production of both wine and cloth, but the 
greatest comparative advantage in die production of wine. England, 
not having an absolute advantage 'in either commodity, would benefit 
by producing cloth in which she has the least comparative disadvan- 
tage. Portugal would benefit by the importation of cloth despite the 
fact that its labor costs for diis item were lower than in England. The 
major contribution of Ricardo's comparative cost doctrine was the 
demonstration that Tvith free trade a commodity need not be produced 
in the country where its cost of production is lowest. 

Premises of the Ricardian model One of the assumptions of 
Ricardo’s model was that the exchange value or price of commodities 
in each country is proportional to the labor time embodied in them. 
If it takes a worker one day to produce a commodity and two days to 
produce a second, the price of the second would be tm'ce that of the 
first. In Portugal one unit of wine exchanged for 8/9th umt of cloth; in 
England, for 1.2 units of cloth. As long as the relative costs differ, a 
basis for trade exists. Ricardo, in addition, asserted that the factors 
which regulate the relative values of commodities ivithin a country do 
not regulate their relative values in international trade. The amount 
of a commodity exported to obtain imports is not determined by the 
quantities of labor embodied in each product as it is in domestic trade. 
In his example, Ricardo assumed that a unit of unne exchanged for a 
unit of clodi as trade is initiated between these two countnes. Labor 
time was not a determinant of prices in international exchange. 

This position is not inconsistent when the premises of the Classical 
thought are considered. The premises of this school were the labor 
theory of value, free competition and internal factor mobility. The 
Classical authors also assumed that the domestic exchange ratios of 
different goods and services were proportional to the ratios of labor 
time embodied in each commodity. They also held that productive 
resources ate immobile between countnes. It follows from these postu- 
lates that values m international trade, as expressed in terms of ex- 
change ratios or prices, are not established in the same manner as 
domestic values. Domestic exchange values were assumed to he deter- 
mined by the labor content of commodities. In international trade it 
was assumed that goods would not exchange at their labor values be- 
cause labor was considered to be immobile betsveen countries. Only if 
productive resources moved freely between nations would prices in inter- 
national trade be determined in the same manner as in domestic trade. 

Problems arising from the Hicardtan model Because of the sim- 
plicity’ of the Ricardian model, it was subjected to attack and modifica- 
tion at the hands of subsequent writers. One problem arising from 
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Ricardo’s analysis was the use of labor time as a common denominator 
of costs and as the determinant of comparative advantage. However, 
Ricardo did not abstract money costs. He explained that a commodity 
would fiot be exported unless it sold for more gold in a foreign country 
than what it would cost to produce domestically. He recognized that 
trade was governed by money prices and costs, but he assumed labor 
costs were proportion 1 to labor time; accordingly it made no difference 
which was used. This assumption was criticized by John Caimes and 
was later modified by F. W. Taussig who substituted labor costs for 
labor time. 

Current value theory integrates the roles of supply and of demand 
in price determination. But Ricardo, along with several other early 
%vriters, failed to develop the nature of demand and attributed value 
to the cost of production or to supply conditions. Ricardo used the 
amount of labor time required to produce a commodity to measure the 
value of that com'moditj' Although capital is employed in production, 
he assumed that it could be considered accumulated or indirect labor. 
Thus, according to Ricardo, value is measured by labor time, hfost 
later exponents of the comparative cost doctrine, including John Stuart 
Mill, rejected this theoiy of value, but many of them employed the 
terminology of costs of production for the sake of simplicity in their 
analysis of international commerce. 

Another problem arising from Ricardo’s analysis related to the 
terms of trade or the exchange ratio of commodities between .countries 
Ricardo supposed that a unit of wine exchanged for a unit of cloth and 
made no attempt to explain how values were determined in interna- 
tional trade It remained for John Stuart Mill and John E. Caimes to 
explore the nature of internal and external values more carefully. 

Ricardo also assumed that labor and capital moved freely xrithin 
a nation but were immobile behveen nations His conclusion that do- 
mestic trade was distinct from international trade ivas derived from 
this premise Caimes later challenged the assumption of factor mobil- 
ity \wthm a region, considerably later Eli Heckscher and Berbl Ohhn 
both questioned the assumption of factor immobility behveen nations. 

Another premise of Ricardo’s analysis was that costs of production 
remain constant regardless of the level of output. This supposition 
leads to the conclusion that a country would either produce or else 
import all of any gixen commodity' and would not import a part and 
produce domestically the remainder for its own needs Conditions of 
increasing costs exist for some commodities, however, which means 
that as a nation’s output of these products increases, unit costs also in- 
crease Comparatii’e cost ratios are altered by changes in unit costs 
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which affect both the volume and composition of trade. Finally, a 
situation of decreasing costs mighf prevail for some products which 
would also affect the flow of trade Subsequent «Titers, including Gott- 
fried Haberler and Bertil Ohb'n, incorporated conditions of increasing 
and decreasing costs into their analysis. 

A final shortcoming of Ricardos analysis was that it failed to ex- 
plain adequately the reasons for differences in costs of production in 
various regions. Most early writers simply attnbuted such differences 
to climatic conditions. Ohlin concluded at a much later date that cost 
differences resulted from the relative variations in factor endowments 
of various trading regions. 

Terms of Trade 

Ricardo’s analysis of international trade was further developed by 
John Stuart Mill (1806-1873) in the middle of the nineteenth century. 
Mill directed his attention to the volume of exports exchanged for im- 
ports or the terms of trade which are estabbshed .as goods and sendees 
flow behxeen nations.® Ricardo’s treatment of tbis topic had been 
superficial. 

Nature of MdTs model. iNfiU assumed that, in the absence of inter- 
national trade, domestic costs of production generally determine ex- 
change values or prices of commodities. Like Ricardo, he also started 
vnth a hNO-countiy, t«o-product model. From his example. 

In England’s domestic trade 10 yards of broadcloth exchange for 
15 yards of linen. 

In Germany’s domestic trade 10 yards of broadcloth exchange for 
20 yards of linen. 

If England were to specialize m broadcloth and German)’ m linen 
production, both countries would benefit through international trade. 
But if England could get only 15 yards of linen for 10 yards of broad- 
cloth, there would be no gain by foreign trade because the same trade 
ratio prevails in the domestic market England will benefit only if it 
can obtain more than 15 yards of linen for 10 yards of broadcloth If 
Germany gets 10 yards of broadcloth for ^0 yards of linen, it also would 
not profit by foreign trade. To benefit, Germany must give less than 20 
yards of huen to get 10 yards of broadcloth 

On the basis of these factors, Mill concluded that the outer limits 
withm which commodities can be profitably exchanged in international 
trade are set by the rates at which commodities exchange in the domes- 
tic trade of each of the countries. In England, 10 yards of broadcloth 

® MJ], John Stuart Principler of Political Econoniy Edited b> W J Ashley. 
London Longmans, Green and Co , 1920, pp 574-606 
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are given for 15 yards of linen ot 10:15; in Germany, 10 yards of 
broadcloth exchange for 20 yards of linen or 10:20. In the trade be- 
tween the two countries the exchange ratio must be within the range 
of 10 yards of broadcloth for between 15 and 20 yards of linen, or be- 
t\veen 10:15 and 10:20. Only within th?< range will both coimtries bene- 
fit, thus providing the necessary incentive for Intemational trade. 

Supply, demand and the terms of trade. Domestic costs do not 
determine exactly the ratio at which commodities exchange in inter- 
national trade. Although domestic cost ratios set the outer limits vrithin 
which trade occurs, Mill stated that the equilibrium terms of trade are 
dependent upon supply and demand, or the relative strength of demand 
between two countries for each others products. In other words, the 
terms of trade depend upon what is now termed reciprocal demand or 
the amounts of domestically-produced articles which each country is 
willing to relinquish to obtain units of foreign-produced items. Further- 
more, the stronger a country’s demand (or a second country’s exports, the 
more unfavorable its terms of trade. Accordingly, from Mill’s example: 

(a) If England’s demand for linen imports is relatively intense, 
the ratio might be set at 10.-16. In this case, Germany would gain most 
from trade or the tenns of trade would be in its favor. 

(b) If Germany’s demand for broadcloth imports is relatively in- 
tense, the ratio might be set at 10:19. England would gain most hxnn 
the trade and the terms w’Ould be in its favor. 

Domestic cost ratios determine the range, and the relative strength 
of reciprocal demand sets the actual terms of trade within this range. 
When the terms of trade arc in equilibrium, the value of each country s 
exports just equals the value of its imports, a condition which Mill re- 
ferred to as the “Equabon of International Demand.” The value of the 
amount exported is equivalent to that of imports to consumers. Suppose 
that at the equilibrium international price, the ratio of exchange is 
10:18. This would mean that for every 10 yards of broadcloth imported 
by Germany, 18 yards of linen would be exported. Alternatively, the 
value of 10 yards of broadcloth would be equal to the value of 18 
yards of linen. 

Cain from trade. Trade behveen countzies iosters specialization 
which induces a higher level of world output. If all countries are to 
benefit from trade, the increased output must be shared in some man- 
ner. According to Mill, the gain from trade for each country is 
senied by the difference between the equilibrium external price arm 
the domestic cost ratio. Again assuming a 10:18 external price ratio, 
England, with a 10:15 domestic cost yatio. would gel 18 yards of hnen 
for 10 yards of broadcloth. There would be a net gain of 3 yar s o 
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linen for er’ery 10 yards of broaddoth exported. Germany, with a 10:20 
domestic cost ratio, ,VQuId obtain 10 yards of broadcloth for only 18 
yards of linen and would save 2 yards of linen tor every 18 exported, 

If the ratio of exchange with foreign trade is 10 yards of broad- 
cloth for 16 yards of linen, Germany obtains most of the advantage in 
trade; if the ratio is 10:19, England gains most. Only if the ratio is at 
one of the extremes, 10:15 or 10:20, does fust one of the countries bene- 
fit; rvidiin this range, bodi countries share in the gains from trade. 

Other aspects of Afilfs onnlysts. Mill broadened his analysis bv 
briefly investigating cases involving more than two commodities and 
more than rivo countries. He concluded that regardless of the number 
of countries and commodities, the same essential principles apply as in 
trade betrveen hvo countries and with two commodities. He also rea- 
soned that transportation costs alter the prices of internationally-traded 
goods, hut found that it is impossible to specify how this cost is divided 
among the trading nations. 

The major significance of Mill's analysis was that it demonstrated 
how exchange values are established m international trade and showed 
what the gains are to each country He thus partially closed a gap in 
Bicardo’s presentation. Both Ricardo and Mdl regarded labor costs of 
production or supply factors as the- determinant of exchange values or 
prices in domestic trade. The labor theory of value, they assumed, could 
not apply to values in international trade because factors of production 
were assumed to lack mobility beriveen nations. M'hile Ricardo virtu- 
ally ignored the conditions infiuencing external prices. Mill used both 
demand and supply in the deterniination of prices in international 
commerce. Mill did not integrate domestic and external value theories 
because domestic prices, m his analysis, are determined by supply or 
cost factors and prices in mtemational trade, by both demand and sup- 
ply. Because of the underlying assumption that the factors of produc- 
tion were relatively immobile between nations, interaational trade theory 
was distinct from theories relative to domestic production and exchange 

Modification of the Principle of Co.mparative Advantage 

'The basic case for unrestricted world trade was proposed by 
Smith, Ricardo and Mill. But the premises of the comparative advan- 
tage doctrine which they set forth were not completely realistic. Be- 
cause they were in conflict with certain conditions in the actual world, 
the pnnciple did not receive rvide acceptance. The assumptions relat- 
ing to the labor theor>’ of value and the mobility of the factors of pro- 
duction ivere especially weak. As a consequence of the efforts of sub- 
sequent %\Titers who attempted in some cases to sah’age, in others to 
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invalidate, the principle of comparative advantage, the body of trade 
theory has been refined and modified Among those ivho contributed 
to a restatement of the principle of comparative advantage are Nassau 
W. Senior, John E. Caimes, Alfred Marshall and F. W. Taussig 

Nassau Senior In the analysis presented by Ricardo, domestic 
costs of commodities were assumed to be determined by the labor time 
embodied in the product. Nassau W. Senior (I790-18&4), a contem- 
porary of John Stuart Mill, asserted that the prices of commodities are 
not necessarily proportional to the quantities of labor embodied in 
them. According to Senior, the reciprocal values of commodities or the 
quantity of one commodity exchanged for a second need not always 
correspond to costs of production Instead, reciprocal values depend 
upon conditions which give an article usefulness or utility and factors 
which limit the availability of the article. Furthermore, costs of produc- 
tion include not only the real cost of labor in terms of disutility of labor 
but also the real cost of capital in terms of the disutility of the abstin- 
ence from consumption involved in saving® 

Senior was also concerned with the determination of the relative 
level of money incomes in various trading countries. He argued that 
wage levels in export industries depend upon their productivity. Hence 
relative wage levels in the external sectors of different countries are pro- 
portional to the labor productivity of their export industries. Further- 
more, wages earned m the export industries determine and, at equilib- 
rium, With allowances for the disagreeableness of certain tasks, equal 
the level of wages throughout the domestic economy. Accordingly, pro- 
ductivity m the external sector determines the relative levels of ivages 
of different economies Senior concluded th.!! high wages rates are not 
necessarily an obstacle to jntemalional trade because money wages 
reflect the productivity of labor ’ Senior may have overemphasized the 
role of export industries, but he recognized that wages in an economy 
are not independent of factors in other econorrues. 

John E Caimes. The development of the principle of comparative 
advantage was furthered by John E Cairaes (1832-1875).® One of the 
problems to which he directed his attention xvas the theory of value in 
domestic and international trade. 

Both Ricardo and Mill had reasoned that domestic prices were 

6 Senior Nassau An Outlme of thr Sctence of FoUUcal Economy London 
George Unwin Ltd. Sixth edition, 1836 (Published in the Library of Economics, 

I938,^pp^l^3 W Three Lectures on the Cost of Obtaining A/oney London 

John Murray, 1830, pp 1-35 . „ , i p kw »„ Ex- 

8 Caimes. John E Some Leading Principle* of Political Economy Setcly t 
pounded New York, 1874 
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determined by supply factors or costs of production. If one can assume 
long-run equilibrium and perfect competition, prices will tend to equal 
the costs of production. Caimes maintained that competition is not the 
usual situation and that perfect mobility of the factors of production 
does not exist. Because labor does lack mobibty, non-competing labor 
groups exist which prevent labor time from being proportfonate to 
labor costs. Labor is not homogeneous, and it fails to shift from indus- 
try to industry and occupation to occupation to equalize wage rates. 
Due to its immobility, a commodity which takes a worker one day to 
produce need not necessarily have the same market price as another 
which is produced in one day by a different worker. According to 
Caimes, the volume and direction of trade are influenced by wage rates 
and costs gf production rather than by labor time. 

Caimes asserted that pnces need not reflect the costs of produc- 
tion in two instances: in international trade and domestically under 
conditions where perfect competition does not exist Price is also 
responsive to demand. He concluded that prices and real costs, as 
defined by many early writers, differ, and* international trade, which 
is based on comparative costs, is governed by money rather than real 
costs. Caimes’ emphasis on productive conditions focused attention 
on one of the inadequacies of the Ricardian model. Further treatment 
of these particular problems was undertaken by Taussig 

Alfred Marshall Much of the success m modernizing the founda- 
tions of international economic theory is attributed to Alfred Marshall 
(1842-1924), His most famous work, Principles of Ectmomfcs, represent- 
ed an endeavor to improve upon and to synthesize the cost theories of 
the Classical School and the utility theories of the Austnan or Psycho- 
logical School^ The theoiy* of value was one of Marshall’s major con- 
cerns. According to Marshall, both supply and demand determine 
price— which is the measure of value This analysis was applicable both 
to domestic and to international exchange.'® 

By lumping all of the exports and imports of a countr>’ into what he 
termed “representatii'e bales of goods,” Marshall avoided an exposition 
of international trade based on two commodities The commodity com- 
position of a bale could vary, but each one represented a constant 
quantit}' of labor and capital. Hence his analysis reflects real costs, but 
it does not embody a labor theory of value. 


® Marshall, Alfred Principles of Economics Eightli edition London Macmillan 
and Co . Ltd . 1925 

'‘’Marshall’s arahsis of interrutional trade ss presented in his Jfoney, Credit 
and Commerce London MaaniUan and Co , Ltd , 1933. 
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The nature of Kfarshall’s analysis can be illustrated by a graphic 
demonstration as shown on Chart XV.1. Marshall examined two coun- 
tries, E and G. He assumed that one produces and is willing to export 
E bales of representative goods; the other produces and exports G bales. 
The quantity of E bales is denoted on the horizontal axis; G bales, on 
the vertical axis. The E and G functions, which might be termed reci- 
procal-demand or offer curves, indicate how much each country is ^vill- 
ing to give up in order to obtain varying amounts of the other country’s 
products. At any point on either the E or G function, the volume of 
products demsnded from the other country is, at the same time, the 
amount of domestic products supplied. That is, at any point on the 
E reciprocal-demand function, it Is possible to determine the number 
of E bales country E is willing to relinquish for a specified number of 
G bales. For example, at point 1 on the E function, country E is pre- 
pared to supply 100 E bales in order to obtain 25 G bales from country 
G. Similarly u-ith the G function, any point on this function designates 
the number of G bales that country G is willing to give up for a speci- 
fied number of E bales. 

Any given point on either function is assumed to represent Internal 
equilibrium for that particular country where its production for domes- 
tic and export purposes 1$ in equilibrium with the given volume of im- 
ports A movement along a function indicates that the commodity com- 
position of each bale has probably changed even though the labor and 
capital content for each has remained fixed. A shift along a function 
also shows that a country’s internal production has changed to corres- 
pond with a different level of imports. But only at that level where the 
two functions intersect are both countries in external equilibrium. 

Assume that country E is at point 1 on the E function. At this point 
its internal production and demand are such that it is willing to release 
100 E bales to get 25 G bales from country G. However, country G also 
has a strong demand for the other country’s exports and dertands but 
10 E bales for 25 of her G bales as indicated by the G function. There- 
fore the two countries aia not in external equilibrium. 


As we move upward and to the right on both functions, each coun- 
try’s demand for imports becomes more compatible wth the other 
country’s supply of exports. The tivo functions intersect at point 2 
where country E is willing to surrender 200 E bales to obtain 180 G 
bales and countr>' G gives up 180 G bales to obtain 200 E bales. Both 
countries are in external equilibrium, both are also in internal equilib- 
rium since each one has remained on its respective function The terms 
of trade are determined at this position of equilibrium and are indi- 
cated by the slope of a line from the origin through the intersection of 
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CHART XV.l 

REOK^OCAt-DDl-VNB FuNCTIOVS 



OUANTHY OF E BALES 

Tl)e E function tcpicients country E's demand for C bales as ssell as its supply 
of E bales The C funcbon represents country C's <l«nand for £ bales as uell as its 
supply of G bales The terms of trade are indicated by line T which intersects the 
ongui and the intersection of the E and C functions With an increase in demand by 
country E for C bales, the two forictions intersect at point 3 and nesv terms of trade 
are established. 

the E and G funcKons, line T on the graph. The terms of trade are 180 
G bales for 200 E bales or 9.10 

The Marshallian reciprocal-demand curves are also useful in show- 
ing how the terms of trade might shift. Assume that consumers in 
country E increase their demand for G bales as a consequence of a 
change in tastes and are tAiUmg to gi\e up more E bales to get G bales 
than preWously. This is represented by the shift of the E to the E' func- 
tion. There is a new intersection of the E' and G functions (point 3) 
and a change in the terms of trade which become 180 G bales for 220 
E bales or 9:11. The terms of trade have become more favorable for 
country G and less for country E. 

Marshall’s analysis combines supply and demand in determination 
of prices in international trade. It avoids the over-simplification which 
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arises from the use of the labor time or cost approaches through the 
inclusion of both labor and capital as costs of production and talces 
domestic production into consideration in determining external equil- 
ibrium. 

F. tv. Tctwsfg. Further modification of the principle of compara- 
tive costs are provided by F, W. Taussig (1859-1940).*^ According to 
Taussig, perfect occupational mobility does not east in a country. He 
held that the price of goods and services may not be proportional to the 
quantities of labor embodied in a product because of non-competing 
labor groups and concludes that trade is governed by relative labor 
costs rather than by labor time. Despite his analysis, Taussig expressed 
the opinion that in most instances httle difference results if the principle 
of comparative costs is based on labor time or if it is based on labor 
costs. He believed that this is the case because the relative structure of 
non-competing groups in a country is similar to the structure in other 
countries. Taussig also reasoned that interest on capital must be in- 
cluded along ^vith wages as a cost of production. While he recognized 
interest as an element of expense in production, he stated that it has 
no effect on international comparative cost ratios because, where it is 
added uniformly to other expenses, relative price structures are not 
altered. Since capital expenses are normally a small share of total costs, 
Taussig maintained they have little effect on comparative costs. He indi- 
cated that rent should not be included in the calculations of cost be- 
cause it is a differential representing variations in the productivity of 
land. Rent, which is a price-determined rather than price-determining 
element, equalizes productive expenses. 

Opportunity Costs 

Gottfried Haberler also endeavored to improve the theory of 
international trade by an important shift in assumptions and analysis.*’ 
Haberler recognized that the major weakness of the principle of com- 
parative advantage was its use of a labor theory of value. Consequent- 
ly, he substituted opportunity costs m the place of labor costs as the 
basis for comparative advantage. 

The nature of Haberle/s analysis. Haberler concluded that the 
price of an article is not necessarily closely related to the amount of 
labor which it embodies. Since the factors of production can be em- 
ployed in alternative pursuits, he reasoned that the exchange ratios of 

1* Taussig, F. \V. IntemationaJ Trade. New York The Macmillan Co , 1929. 

12 Haberler, Cott/ried. The Theary of Internattomd Trade. London William 
Hodge & Co . Ltd., 1936, pp 175-189. 
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commodities are proportional to tiie costs represented by alternative 
outputs or other opportunity costs. The cost of producing an article is 
equivalent to the value of other commodities foregone or given up in 
order to produce the first artide. 

Haberler suggested that an economy might produce either com- 
modity A or B. On Chart X\^.2, the quantities of B which can be pro- 
duced are represented on the vertical axis and those of A on the hori- 
zontal axis. The substitution curve, which is comparable to a produc- 
tion-possibility cur^’e, represents combinations of two articles which 
an economy might create. As the chart indicates, a country can produce 
1,000 units of B, 1300 units of A or i-arious combinations of both. One 
combination would be represented by point 1, where 1,250 units of A 
and 250 units of B could be created and another at point 2, where 1,000 
units of A and 650 units of B can be produced. Any point on the substitu- 
tion curve represents a combination of A and B production possibilities. 

CHART XV 2 

Haberub's SusmnmoN Fuvction Kcrxasdcc Com 



The subshtutjon cune sho^s vanous amounts of t^\o products s\hich can be 
produced by an economy. As the economy produces more units of commodity A, 
fewer units of B can be created The cost of producing any article is equivalent to 
the value of other commodities gnen to produce the first article The subsUtubon 
curve IS concave to the ongm, indicating mcreastng cost condibons As more units of 
A are produced, the creabon of an tncreating ounib<T of uiuts of B must be foregone 
for each unit of A produced 
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At any given point on this cury^ as more units of A are produced, 
fewer units of B can be made and vice versa. The production of one 
article requires sacrificing the production of the second and the value 
of an additional unit of one product is equivalent to the value of the 
other commodity which must be foregone to produce the first article. 
Assume that the economy is at equilibrium on point 1 (1,250 units of A 
and 250 units of B). Next, assume that there is a slight change in de- 
mand for commodity A. Consumers want one more unit of A but dis- 
cover they must forego about two units of B. The chart indicates 
what Haberler termed the "substitution ratio." One unit of A is equiva- 
lent in value to two units of B with a substitution ratio 1:2 which be- 
comes the market exchange ratio. 

Nature of cost conditions. According to Haberler, increasing cost 
type of production exists when, as the output of one commodity is ex- 
panded, an increasing number of units of the second must be foregone 
for each additional unit of the first produced. In this c’-se, a change m 

CHART XV 3 

Habebler's Substitution Function Constant Costs 



Tlie substitution curve is represented by a straight line, inclic.iting const.int cost 
conditions As more units of A are produced, the creation of a constant number ol 
units of B must be foregone for each umt of A produced 
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demand for commodities alters production patterns and affects exchange 
ratios. It was assumed in the example lhat one umt of A exchanged for 
t%vo units of B. Under different demand conditions, or at another place 
on the substitution curv’e, the exchange ratio would be other than 1:2. 
Conditions of increasing cost production are represented by a substi- 
tution curve which is concave to the origin. 

The constant cost t^'pe of production is represented by a straight- 
line substitution function, as showni in Chart XV.3, where exchange 
ratios remain constant regardless of shifts in demand. Decreasing cost 
conditions, as shown in Chart XV.4, are represented by a substitution 
function which is convex to the origin. A shift in domestic demand or 
a movement from one point to another on the substitution function will 
alter domestic price ratios. 

Imphcations for the principle of comporotice costs. Habetler be- 
lieved that his analysis could be integrated into the theory of interna- 
tional trade because the exchange ratios of commodities are equal to 
their substitution ratios and that the labor theory of value could be 
discarded. For example, on the basis of opportunity costs it might be 
assumed that: 

In ccruntry I, one unit of A exchanges for 1.5 units of B. 

In country II, one unit of A exchanges for one unit of B. 

These exchange ratios would be substituted for those based on 
either labor time or labor costs. The remainder of the principle of com- 
parative costs would remain intact. Haberler thus concluded that the 
comparative cost theory of international trade is valid even without the 
labor theory of value and its over-simplified assumptions.^* 

Mutual Interdependence Theory 

Despite efforts to bring the pnndple of comparative advantage 
closer to reality, it remained subject to persistent criticism. One of the 
more constoicUve critics was Bertvl OhVin who Kitioduced the mutual 


HaberWs substitution function has been combined ivilh community-indiffer- 
ence cuj\es to sho>\ the net gam available to a country through international trade 
In purclv doiiitsbc trade, an ecowKny w-ould be on die highest indifference curve 
uhieh IS lusf tangent to the substitution curve. But as a country engages in interna- 
tional trade, the total output available increases, pamifting it a sbJJ higher 
indifferenee curve. One of the mafor obiecbons to this analysis relates to the validity 
of community indifference curves For a discussion of the application of indifference 
curves to Haberlei’s opportunity cost approach, see Vmer, Jacob SlutJie-r m the 
Theory of Iniemalional Trade London. George Allen and Umnn Ltd, reprinted 
1955. pp. 518-526. 
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assumption that value was determined by costs of production and the 
assumption that labor was immobile bebveen nations. He maintained 
that trade between nations is merely a special ease of trade between 
regions. Ohiin thus employed a regional approach and defined a region 
as being an area which was endowed with a unique set of productive 
factors. He believed that the causes of trade are related to regional fac- 
tor endowments and that trade between regions is similar to that be- 
tween nations. Regional trade can be examined to determine the nature 
of trade because relative differences in factor endorvments provide the 
basis for c®st differences. 

Ohim’s analysis stressed the mutual interdependence of factor and 
commodity prices, income, trade and factor movements. A change in 
one has a direct or indirect impact on one or all of the rest; it is not 
realistic to e-xamme one m'thout considering all others. Such an ap- 
proach is termed a general equilibrium analysis in contrast to a partial 
analysis because ojl of the relevant variables ore included. Trade and 
prices bebveen regions are determined by foreign and domestic de- 
mand and supply. But all prices, including the rate of exchange, in all 
regions, have an inSuence on trade. Conditions of increasing and de* 
creasing returns also affect the volume and composition of trade. 

Reasons tchy nations trade The immediate cause of international 
trade bes in the fact that some goods can be purchased at lower prices 
from externa! sources than their internal cost. In each region, prices of 
factors and of commodities are determined by demand and supply. 
Demand and supply, in turn, are influenced by desires, incomes, the 
quantity of factors and the physical conditions of production. The 
inequahty of relative prices is a necessary condition for trade, and the 
reasons why products in various regions have different prices must be 
discovered 

In his attempt to explain why variations in relative prices arise, 
Ohhn referred to bio circumstances. The first is the unequal endow- 
ment of the agents of production— land, labor and capital— in different 
regions of the world The second is the varying proportions of these 
factors which are embodied in different commodities Ohlin concluded 
that a region will produce and export goods which embody the rela- 
tnely plenhful factor, it will import articles which embody large quan- 
tities of its relatixeK scarce factor An area which is relatively abun- 
dant m labor and scarce in capital is likely to have a comparative ad 
lantage in the production of goods with a high labor content and to be 
inefficient m capital-intensne production. Free trade enables a region 
to use its available factors most effectively and thus to expand total 
production 
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Effects of trade. Trade between regions tends to equalize the prices 
of identical commodities everjavhere, with allowances for transporta- 
tion costs. Furthermore, as a country exports products incorporating 
the relatively abundant factor, demand for the factor increases; with 
increased imports, the relative demand for the scarce factors declines. 
Thus the difference in the relative scarcities of factors is reduced and 
factor prices tend toward equahty among trading regions. The tendency 
toward equality occurs as trade enables production to adapt itself to 
the geographic availabihties of factors. Transportation costs and phys- 
ical restrictions often preclude complete price equality of factors and 
of commodities. 

Whereas Ricardo assumed factor immobility between nations, 
Ohlin recognized that there is at least partial mobih’ty. He beheved 
this was significant because under some circumstances the movement 
of productive factors may preclude the need for an international ex- 
change of goods and services. Under other circumstances, factor move- 
ments may serve to stimulate commodity trade.*® An agent of produc- 
tion, with the exception of land, will tend to migrate from areas where 
it is abundant or its returns low to those where the factor is scarce or its 
returns high Factor mobility tends to equalize relative factor endow- 
ments and to make prices of both producbve factors and commodities 
move toward uniformity in different regions. In this manner, free fac- 
tor migration may substitute for commodity trade. 

The international movement of productive factors and of commod- 
ities IS closely interrelated. Free international trade partially or com- 
pletely eliminates the inducement for factor migration by causing com- 
modity and factor prices to move toward equality among trading areas. 
However, unrestricted trade alone cannot completely equalize factor 
prices. 

Early wTiters assumed a labor theory of value; Ohlin recognized 
that all factors of production contribute to the creation of value. The 
unequal endowment of factors produces differences in costs and stim- 
ulates international exchange. Demand conditions must be examined in 
conjunction with supply in the determination of the values involved in 
both interna} and extema] exchanges. IntersegJona] trade is conditioned 
by the supply of the factors of production, their relative scarcities m 
relation to demand, as well as the demand in each region for the goods 
of other regions 

>5 For example, a mass movement of Swiss watch-maters to ihe United Stat« 
mmht reduce the need for the import of watches from Switzerland But if 
worVers migrate to an underdeveloped country, aggregate income in this country 
may increase and cause an expansion in demand for imports. 
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Summary 

The early Classical svriters were cwicenied with obtaining the best 
allocation of economic resources. Adam Smith, David Ricardo and John 
Stuart Mill provided theoretical models to demonstrate how the world 
would benefit as a consequence of unrestricted international commerce. 
Smith’s contribution was the demonstration of the benefits of laissez 
faire and the international division of labor. Ricardo advanced the prin- 
ciple of cornparative costs. Mill examined and clarified problems relat- 
ing to the terms of trade and gains from trade. Although these proposi- 
tions were regarded as close approximations to a correct theory, the 
assumptions on which they built their theories were often at odds ssith 
reality and were subjected to critidsm, modification and refinement by 
Senior, Caimes, Marshall, Taussig, and others. Haberler and Ohiin 
presented general-equilibrium models to demonstrate a more compre- 
hensive theory. OhUn’s mutual interdependence theory has received 
svidespread acceptance. It not only provides an adequate and realistic 
explanation for the causes of trade but it is also a complete theory in 
the sense that all relevant variables are embodied in the analysis. 

The principle of comparative costs in its modem fonn, the mutual 
interdependence theory, is a basic tool for the analysis of international 
economics. 


QUESTIONS AND PROBLEMS 

1 According to Smith, international trade is based on absolute advantage; 
according to Ricardo, comparative advantage. Elxplain the difference 
betvs'cen these tN\o concepts 

2 According to Smith, free trade promotes an uilemabonal division of labor 
l\’hy IS this the case, and what is to be gained through international 
specializabon^ 

3 Ricardo assumed that labor tended to be highly mobile domesbcally, but 
immobile behveen nations Of what significance was this for his theones 
of domestic values and intemabona] trade? 

4 Ricardo’s labor theory of value and his assumptions relatmg to factor 

mobiht>' were challenged by subsequent waters. Indicate the modifications 
'j.WitV.ViW.e. Weft aepwete. 

5 According to Mill, how could the gains from international exchange for 
any trading country be determined^ 

6. The wntings of Ricardo, Mill and Ohlin show the benefits denved from 
unrestricted trade and exchange Yet most nahons have imposed obstacles 
to free trade Does this reflect the fact that these economists are not cor- 
rect? For what reasons do nations prevent the free inflow of goods and 
semces^ 

7. On the basis of Ohiin’s analysis, explain the fact that the Uiuted States is 
a major exporter of capital equipment, and Japan an important exporter 
of handmade novelties and 
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8. Discuss Taussig’s contributions to international trade theory. 

9. Ohhn’s presentation has been descnbed as a general equilibrium anal>-si5 
What does this mean? Is this a more realistic approach than partial eqm- 
hbrium analysis’ 
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The Adjuslment of 
International Economic Relations 


Jean-Baptiste Say, one of the founders of the science of economics, 
was a strong partisan of laissez faire and the rule of natural economic 
laws as the following passage from his works indicates: 

. . one has for too long now imagined that the soaal order is 
entirely the effect of skilled appbcation {art), wherever this order re- 
veals imperfections, it is held to be due to a lack of foresight on the 
part of the legislator or to some neglect on the part of the public official 
(magistrat) charged with the supervision of this complicated machine. 
From this idea, plans for imaginary societies were bom such as the 
Republic of Plato, the Utopia of More, the Oceana of Harrington, etc. 
Each one thought it possible to replace a defective organization by a 
better one without realizing that there is a nature of things in societies 
which does not depend at all upon the will of man and which we will 
never know how to regulate arbitranly."* 

Say did much to further the postulate that economic order is con- 
trolled by the acbon of natural laws and that it functions better when 
free of man’s intervention. A corollary of Say’s postulate is that there is 
a tendency for economic forces to move mfo a state of equilibrium. One 
type of equilibrium, that between demand and supply for foreign ex- 
change, is shown on Chart IX 1 in diapter 9. At the equilibrium point 
we have a natural or market price as distinguished from an artificial or 
man.-ttiaxie price. 

Economic theory and international adjustment. As far as interna- 
tional economic relationships are concerned, theory holds that a na- 
tions external economy tends to stnke a balance, that through the play 
of economic laws, transactions inox-e toward an equilibrium. This equi- 
• Say, Jean-Baptiste, Court Complet d’Eronomie Politiciue Pratique Enis'd' 

H Dumont, Libraire-Editeur, 1837, p 5 


Z78 
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librium, in an open economy where economic forces are given free 
play, is attained more or less automatically. 

Balances of pajTnents afford a convenient means of analv’zing the 
equib'bria of international reladonships. They show, through surpluses 
and deficits, when a nation's external economic lelations are, and are 
not, in balance; they indicate the sources of disequilibrium as well as 
the effects of government and business actions upon the external rela- 
tions of the economy. In addition, they afford some indication of the 
nature and size of the adjustment needed to restore the balance. 

There are not one, but several, measures of balance of payments 
deficits and surpluses, each adapted to a given analytical purpose, as 
shown in chapter 5 Fox the purpose of analyzing the external economic 
relationships of the United States, equiUbnum may be defined as a 
state where there has been no change in its holdings of gold and in 
dollar liquid balances owned hy foreigneis.- 

Balance of pa>Tn€nts disequihbna anse where a nation’s inter- 
national pa>'ments exceed its receipts or w-here its receipts exceed its 
payments. More specifically, a countiy’s balance will be in disequilibri- 
um when its imports of products and serxices and its outflows qf unilat- 
eral transfers and capital exceed its exports of goods and serxices and 
its inflow of umlateral transfers and capital. Such a situation arose at 
the end of World War II for many of the belligerents, when they had 
great demand for imports and their productive machine had not re- 
cox’ered to the point where they were able to supply sufficient e.xports 
to pay for them Changes in the structure of production also bnng about 
imbalance. Another cause arises from shifts in domestic price levels 
Since price movements often occur simultaneously in several different 
countnes, it is not the absolute change, but the relative price movement 
among the several nations which is significant.* 

Balance of payments equilibria may be restored by external or 
internal means, or by a combination of both. Since internal means of 
restonng balance are discussed m other disciplines such as those deal- 
ing with monc)’, credit, banking and the business c)’cle, this chapter 
emphasizes the role of external forces. 


2 As explained in chapter 5, most foreign governments, since they rise foreign 
exchange and gold as important parts of tfieir banking and international reserves, 
measure balance of pajments equibbna bv Qie movement of their holdings of gold, 
foreign exchange and foreign government obbgabons M’here there is no change in 
these holdings, the balance of payments is m eqnilibnum. 

® Cf Organization for European Economic Cooperation, The Problem of Rising 
Prices, a report published by the OEEC, Pans, May 1961. A bncf sumTiary of this 
report is given in the publication of the Intematiorial Monetary Fund fntcmrtioiwf 
Financial A’eicj Survey Vo! XUl, Xo 25, June 30. 1961, pp. 193-194. 
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row limits. The limits of these fluctuations were so restricted that the 
rates coidd not perform their functioD of restoring balance of pay- 
ments equilibria except for relatively small movements. W'ltli the inau- 
guration of the International Monetary Fund in 19-16, certain rules gov- 
erning the par values of the currencies of the member countries came 
into effect. Article IV of this agreement stipulates that each member 
shall establish a definite par \'alue for its currency and that its spot 
exchange rates shall not vary from par by more than 1 per cent This 
article further states that changes in the par can only be made to cor- 
rect an undefined "fundamental disequiUbnum ” In addition, the Fund 
Agreement permits changes which do not exceed 10 per cent of the par 
to be made without the consent of the Fund but requires those amount- 
ing to more than 10 per cent to be approx'ed 

These restrictions upon the free movement of exchange rates oper- 
ate to preient the rates of the members of the Fund from exercising 
their function of automatic adjusters of balance of pa>TOents disequil- 
ibria The permissible 1 per cent market vanation is too restricted to 
adjust any but the smallest balance of pa>Tneots disequibbria MTder 
ones are not automatically adjusted, and positive action must be taken 
by the authorities of the member countries to change their rates to 
attain equilibrium As long as the provisions of Article I\' of the Fund 
Agreement remain in effect, the rate of exchange cannot be regarded as 
an aulomatic adjuster of substantial balance of pav-ments diseqmlibna 

Adjustments by Changes in Prices 

The theor>- that balance of paiments equilibria are restored by 
price movements takes its roots in the pnce-specie-flow mechanism out- 
lined in chapter 7. IVhere a country has a surplus on its balance of 
pajTnents it accumulates holdings of foreign exchange Since these hold- 
ings constitute a part of the banking reserves of manv countries, the 
inflow of exchange works to increase the lending pow'er of the banking 
systems and to permit an increase m the amount of monev and credit 
in cuculation. If there is less than fuU emploj’ment and if resources are 
not fully utilized, additions to the circulation serve to stimulate produc- 
tion. However, where there is full employment and the resources are 
completely used, the increase in monetarj' circulation serves to bring 
about an increase in pnces. If pnces increase, exports become more 
expensive and imports relatively cheaper Exports will then decline, 
imports increase and the balance of payments will move from a sur- 
plus position to equilibrium 

Where a nation is experiencing a deficit, the opposite effects are 
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noted. The reserves of foreign exchange decline, the lending power of the 
banking system decreases and the quantity of money in circulation is 
reduced. Unless output decreases at about the same rate, prices fall, 
exports prove less expensive, imports relatively dearer. As a consequence 
the deficit is reduced, and the balance of payments moves toward equi- 
librium. 

There is another theoretical aspect of the role of prices as a restorer 
of balance of payments equilibrium. Where a nation is experiencing 
a deficit, it tends to import more goods and to export fewer. It also may 
be continuing to produce the same volume of goods for both the domestic 
and foreign markets Goods tend to “pile up," inventories to increase. 
Unless the money and credit in circulation grows correspondingly, 
prices are likely to fall, imports to decline, exports to increase and the 
balance of payments equilibrium to be restored. 

Conversely, where a country has a surplus, it is importing less 
than It is exporting. There is a tendency for inventories of goods to be 
depleted and, unless there is a corresponding decline in the amount 
of money and credit in circulation, prices may rise. This rise would 
operate to discourage exports and encourage imports, thus dra^v)ng 
do\vn the surplus and bringing the balance of payments to move toward 
equihbnum 

Several conditions must prevail before balance of pa^TOents dis- 
equilibria can be corrected by price movements Monetary authorities 
must allow the inflows and outfiows of foreign exchange banking reserves 
to be followed by increases or decreases in the total volume of money 
and credit in circulation However, many nations employ a variety of 
both quantitative and qualitative controls over credit and banking so 
that changes in banking reseives will only affect the amount of money 
in circulation when the authorities permit them to do so. 

Another condition is that full employment and resource utilization 
must exist if currency changes are to be reflected in price movements 
Currency inflows can only affect prices where no further expansion in 
production is possible. A third condition requires industry and agricul- 
ture to continue to produce at the same level after foreign markets for 
their products have declined Agricultural authorities in many nations 
control the amount of crops, and industries commonly adjust the volume 
of their output to the size of their markets, both domestic and foreign 

Tlie controls used by both government and business do not always 
permit prices to adjust balance of payments disequilibria Price, there- 
fore, IS not an automatic adjuster of balance of payments disequilibna 
but only a mechanism by which equilibria may be attained under cer- 
tain conditions 
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Adjus^menTs by Changes in the Rote of Interest 

currenc)' fio^vs into a counby L^’ith a balance of pa>’ments 
surplus it increases the supply of loanable funds and, unless there is a 
corresponding increase in the demand for funds, the rate of interest 
may decline. Investors, faced with the prospect of declining interest yields 
in balance of pajments surplus countries, seelc investment opportunities 
abroad where the rate of interest may be higher. Capital is likely to 
flow to countries, among others, which are experiencing a deficit on 
their balances of paj-ments and which face a shortage of loanable capital 
because their out-paj’ments are exceeding their receipts of funds. This 
outflow may cause, in its turn, a relative shortage of loan capital, may 
bring their interest rates to rise, attract funds from abroad, and aid in 
restoring a balance of pa>'ments equilibrium. 

With the groulh of managed and partially-directed economies, 
however, die rate of interest has seldom been allowed to fluctuate freely, 
i.e. to be established solely by the play of market forces. Governments 
and central banks, as a part of their programs of economic manage- 
ment, control or influence the rates of interest which are then prevented 
from plajing their role of automatic adjuster of balance of pa^TOCnts 
disequilibna. 

In addition, the receipt and pajmeat of funds as a result of sur- 
pluses and deficits are but one of many forces acting on the rate of 
interest, and other forces often prove the stronger. For example, when 
the United States had substantial deficits on its balance of pa^-ments in 
1959 and 19S0, the market rales of mierest in the United Kingdom and 
some European countries were at times higher than its rates. Capital 
flowed from the United States to these countries in spite of the balance 
of payments deficit, and this outflow contnbuted to making the United 
Stales deficit still larger. 

Although the rate of interest may not always operate automatically 
because of government inleivenHon and the play of capital market 
forces, interest rates have often been employed bj’ governments to aid 
in restoring balance of payments equilibria. WTien faced uith a balance 
of payments deficit the Bank of England often raised the bank rate to 
attract foreign capital in vieiv of halting the outflow. Conversel}’, ivhen 
there w as a surplus, the Bank frequently lowered its rate to reduce the 
cuirenc) inflow. Other countries, includiag the United States, have from 
time to time controlled the rate of interest to aid in attaining both 
domestic and international goals. 

At times there is a conflict of interest behseen domestic goals, 
"hich demand a low rate of interest, and foreign objectives which 
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indicate that a higher rate is preferable. In such cases either the domes- 
tic or the foreign considerations prevail, the external or the internal 
economy is sacnficed, as the case may be. Given the widespread control 
of the rate of interest by governments, its role as an automatic adjuster 
of balance of payments disequilibria is a latent, rather than an active, 
force in international economic life. 

Adjustments by Changes in Income 

Jean-Baptiste Say, the author cited in the opening paragraph of this 
chapter, promulgated the law of outlets. According to this law, goods 
exchange against goods. Money does not enter into the transaction but 
merely plays the role of the measure of value and medium of exchange. 
It is but an intermediary, and is not desired for itself but only for the 
things that it will buy This concept leads to Say’s theory of the circuit 
flow of money which holds that there is a constant sequence of the 
formula goods'^ moneys goods^ money .... 

This over-simphfied viexv of the role of money in an economy was 
widely accepted until the appearance of Lord Keynes’ two epoch-making 
works, The Theory of Money and Interest (in 1931) and the General 
Theory of Employment, Interest and Money (m 1936) Keynes’ original 
ideas have been developed and generalized by his Mlo^vers, and today 
they are a generally acceptable part of economic theory. According to 
his vieivs, money, far from being a neutral factor in economic life, per- 
forms an important active economic service. In addition, Lord Keynes 
challenged the concept of the circuit flow of money advanced by Say 
and carried forxvard by Jater economists 

Money, according to Keynes, instead of being merely a measure 
of value and a medium of exchange, activates the economy as it moves 
from one holder to another If an individual spends $100 on a new radio 
set. the retail merchant from whom he purchases it has $100. The mer- 
chant might use all, or a substantial part of these funds to meet his 
pa>To!l, his oxerhead expenses and to replenish his inventory. The re- 
cipients of the retail merchant s expenditures might, in their turn, spend 
their receipts for a variety of gpods and services creating a new group 
of recipients, who might also spend their receipts for additional goods 
and services and so on As it moves in orculation, money puts people 
to work, increases resource ublization and adds to the national income. 
According to Say, supply creates its ow-n demand, according to Keynes, 
demand creates its own supply 

In addition, Keynes denied that the v-olume of money in circulation 
remains constant He pointed out that when a person receives, say $100, 
he might save all or a part of it and spend the rest It is only the income 
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Spent at home that serves to activate the economy. The income that is 
saved, spent abroad or withdrawm from circulation by taxes, has no 
such effect Money is withdrawn from circulation by what Keynes 
termed leakages: saWngs, imports and taxes. Money is added to circu- 
lation through injections: consumption, investment, exports and govern- 
ment spending. 

Further, the addition of purchasing power to the circuit flow tends 
to increase national income at a multiple of the value of the addition 
or the injection The subtraction of purchasing power from the circuit 
Sow tends to reduce national income by a multiple of the subtraction 
or leakage This action is a multiple of the injection or leakage because 
of the effects of the added or subtracted purchasing power as it moves 
in circulation It is spent and re-spent, and each time jt js spent it in- 
creases output and the utilization of resources including manpower. 
When it leaks out of cuculation, output and resource utilization are 
similarly reduced Of course, if all resources are fully utilized, addi- 
tional injections of purchasing power cannot increase resource utiliza- 
tion or output, in this case the additional increments ser\'e to raise 
prices. Since the Ke>'nesian analysis explains muhipbed shifts in national 
income, economic changes occasioned by the leakages and injections are 
termed multiplier effects. 

Accoidmg to the expenditure approach to income analysis, there 
are four sectors, consumers, business, gosernment and the test of the 
world. National income is represented by the formula; 

Y=c-i-r-i-r4-G 

where Y represents national income, C consumers’ purchases, I" domes- 
tic investments, I‘ foreign investment (or the algebraic sum of the ex- 
ports and imports of goods and services) and G represents government 
expenditures. National income is composed of the expenditures of each 
sector for finished goods, expenditures for intermediate goods are 
omitted to avoid double counting 

The multiplier effect on the domesitc economy According to the 
Keimesian multiplier theor>’, an additional injection of 5100, for example, 
into the circuit flow' of income by means of increased expenditures 
of any of the sectors wall have a secondary effect and result in an in- 
crease in national income of more thw SlOO, due to the way in which 
this injection activates the economy If all of the income received were 
spent, nabonal income would increase b> an infinite amount But all 
of it IS not spent Some of it leaks out of the circuit flow’ via savings, 
imports and taxes. The actual multiplier can be computed by equating 
the injections against these leakages. 
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In order to understand the multiplier effect, first consider a highly 
simplified example showing its operation in the domestic economy 
\shere there are but two injections. Then: Y=C-f'I, where Y stands for 
national income, I investment and C consumption. Keynes believed that 
consumption is a relatively stable function of income and that changes 
in investment are brought about by factors other than income. In this 
simplified example, under the Keynesian assumptions, the only changes 
in national income will be occasioned by shiftj m investment. The income 
total of wages and salaries, rent, interest and profits is equal to the 
amounts spent on consumpb'on and investment goods. 

Savings are defined as that part of income which is not spent. 
Hence Y=C+S, where S represents savings. Where an economy is 
in equihbrium, savings and investment are equal. This may be ex- 
pressed in the formula. C-t-I=C-f S. It should be noted, however, that 
savings and investment do not necessarily take place simultaneously and 
that they are generally effected by different persons or institutions. 

If there were no unemployment and all resources were fully em- 
ployed, an injection would be likely to raise prices, since production 
could not be increased and the higher income would be bidding against 
a maximum supply of goods and services In the following examples, 
It IS assumed that there is sufficient excess capacity so that an increase 
m production can take place xvithout raising prices. 

The multipher can noxv be defined as the multiple by which in- 
come changes with a given shift in investment or: 



where k represents the multipL'er and d the change in the function 
which it precedes. If investment changes, income shifts by a multiple 
because of the effects of all the subsequent spending and re-spending 
on consumption The amount saved leaks out of the circuit flow and 
does not serve to increase national income. The amount of income 
saved is determmed by the marginal propensity to save (MPS), which is 
defined as the change in saving associated with a change in income 
and is expressed. 


dS 

dY 


The amount of income spent or consumed is measured by the 
marginal propensity to consume (MFC) xvhich may be defined as the 
change in consumption associated with a change in income. Taken to- 
gether, a change in income must equal that of consumption and savings 
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SO that; MPC-]-MPS=:l. Under conditions of domestic equilibrium, 
the amount of income must increase suffidently for savings to equal 
the change in investment. Since the change in savings is a fraction of the 
change in income, the reciprocal of this fraction is the multiplier. Alge- 
braically, the value of the multiplier is: 

dY , 1 

k_ ai or .k- 

Hence if it is assumed that investment increases by $100 with the 
MPS equal to one-fourth, or 0.25, the multipljer will be; 



The change in income, or dY = k x dl, will be Y = 4 x 100 = 400. Since 
the MPS is one-fourth, S = 0.25 x 400 = 100. National income has been 
iocieased by $400 and the increase in savings is equal to the change 
in investment of $100, as shown on Table 16.1. 

The size of the multiplier depends, under these assumptions, upon 
the amount consumed of any increment of national income. Jf the por- 
tion consumed is large, then the part not consumed, savings, is a small 
fraction of income and the redprocal, or the multiplier, is large. The 
greater the expenditure on goods and services, the higher the national 
income. From this point of view, injections in the circuit Sow of money, 
consumption and investment, increase the national income; the leak- 
age, savings, decreases it. WTien the total of the marginal leakages 
equals the total of non-consumption injections, there is no longer any 
stimulus to further increases in income. 

Succeeding increases in investment. In the preceding example, a 
tingle stimulus, an increase in investment, was assumed. Such an as- 
sumption, of course, is not reahstic because investment is generally a 
continuing process, and one such injection is likely to be followed by 
others. Table 16.2 shows the effects of a series of injections of $100. In 
the case of a single increase in investment, which was not sustained in 
the succeeding periods, the increase in income stopped when the 
savings, became equal to the increase in the origmal injection, 
mvestment. In the case of an hqection for all of the periods, income 
increases in each, but at a diminishing rate, because of the leakage 
through sasings. With an injectiiMi for each period, the new ones add 
to the income already generated in the previous periods. If the rate 
of increase in injections is constant, eventually the total leakages will 
become equal to the amount of mvestment in each period. While the 
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D<»iestic Mlxtiplieb 

SivcLE Increase iv Domestic Investment 

[Ch. U 

Period 

Increase In 

Increase In increase In 

Increase In Nabona! 

Savings, dS 

Consumptioii, dC Investment, dl 

Income, dY 

1 

_ 

_ 100 

100 

2 

25 

75 _ 

75 

3 

18 

57 __ 

57 

4 

15 

42 _ 

42 

5 

10 

32 _ 

32 

6 

8 

24 

24 

7 

6 

18 _ 

18 

8 

5 

13 _ 

13 

9 

3 

10 _ 

10 

10 

Total 

2 

8 _ 

8 

Approaches 

100 

300 100 

400 


Given an injection of $100 in investment, with a MPS of 0 25, income increases 
four tunes the increment of investment, and savings grow until they are equal to the 
increase in investment. 


TABLE 162 


Domestic Multiplier 

Rate of Increase or Domestic IimsTMEvr Maintained in 
Each Succedinc Period 


Period 

Increase In 
Savings, dS 

Increase In 
Consumption, dC 

Increase In 
Investment, dl 

Increase In National 
Income, dY 

1 



100 

100 

2 

25 

73 

100 

175 

3 

43 

132 

100 

232 

4 

58 

174 

100 

274 

5 

68 

206 

100 

306 

6 

77 

229 

100 

329 

7 

82 

247 

100 

347 

8 

87 

260 

lOO 

360 

9 

90 

270 

100 

370 

10 

93 

277 

lOO 

377 

Last Period 
Approaches 

100 

300 

lOO 

400 


Assume a MFC of 0 75, MPS of 0 25, with a constant rate of increase of *IW 
per penod in investment Income continues to mcrease in each penod until the leak* 
ages of each jienod (savings) equal the increase in investment for that penod 


level of income is maintained, it does not continue to increase after 
it approaches $400 each period, under the assumption that the MPS is 
025. 

The foreign trade muUtplier The Mercantilists have been cnti- 
cized by succeeding generations of economists for their emphasis upon 



Ch. 14] THE ADJUSTMENT OF tMTESNAHONAL ECONOMIC REUTION5 , 289 

the values of a favorable balance of trade, ot an export surplus, and 
/or insisting upon the importance to a nation of a substantial inflow 
of specie. It remained for Lord Ke>’nes to point out that the Mercan- 
tilists may not have been entirely WTOng and that their critics may has-e 
o\’er-loolced the importance of a steadily increasing inflow of specie. 
This inflow, according to Keynes, is an injection into the circuit flow 
of money and lends to augment national income. From the Keynesian 
point of view', exports are injections, because foreign buyers of the 
exports roust pay for them in the currency of die exporting country 
thereby adding to its purchasing power in circulation. Conversely, im- 
ports are leal^ages for the currency' of the importing country flows out 
to buy foreign exchange to pay for the imi«5rts Although Keynes did 
not de\-eIop the foreign trade multiplier, his followers apphed the 
technique of the domestic mulbpher to foreign economit relations 
utilizing Keynes’ basic principles. 

The problem can be approached by analyzing the effects of an 
increase in exports upon the balance of payments and national income. 
Investment can be considered as consisting of two elements, domestic 
investment, I* and foreign investment, I* To simplify’ the example, 
foreign investment is defined as the difference behveen the exports of 
goods and services, represented by the symbol X, and the imports of 
goods and services, represented by the symbol M * Then I = I' -f- I*, 
and I* = X — If there are i^e resources but no savings and no 
domestic mvestmeot, increases in purchasing power wall not have an 
iaflationaty' effect. In this case national income will be equal to con- 
sumption plus exports, both injections, minus imports, a leakage: 
Y = G-j- X~M. 

A number of statistical studies have demonstrated that there is a 
close correlation between national income and imports As national 
income increases, imports L'kewise increase, as ft falls, imports drop. 
Imports, just as savings, are a function of income. Nations have a mar- 
ginal propensity to import (MPM) just as they have a marginal pro- 
pensity to save i.MFSL The marginal propensity to import \s defined 
^ the change in the volume of imports associated with a vanation in 
income which can be expressed dM dY The multipher, k, is the amount 
by which income will change if foreign investment X — M, varies. If 

* From a teclmical balance of pavrnents point of viev., the excess of exports over 
iraports IS not necessaitly imestment. This diffeieoce v.t 11 generally be i^jresented by 
in«^es JD the evpcrt surplus country’s bolduigs of foreign exchange or decreases in 
the holdings of its currercy by others Some of the infiow of currency may be ins ested. 
other parts may be retained as bank balances The terra investment is emp]o)ed in 
roiubpliex anaj>-sis, because the income effect of the export surplus is sunilar to that 
01 oomestjc investment. 
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there is a growth in exports, so that they exceed imports, there wl] be 
a movement in income equal to the multiplier times the increase in 
exports which can be expressed as Y = k x dX. In addition, the change 
in income is equal to the change in consumption and exports or dC + 
dX = Y. 

To attain balance of payments equilibrium, income must lary 
sufficiently to bring imports to equal the change in exports- As in the 
case of savings, imports change at a constant ratio to that of income. 
The reciprocal of this ratio is the multiplier expressed; 

1 

and the value of the multiplier is: 



These examples rest upon the assumption that expenditures on imports 
are the only leakages from the circuit fiow of income. In this case, the 
share spent on consumption serves to increase income unhl the drain 
from imports is equal to the stimulus derived from the export surplus. 

Table 16 3 shows the foreign trade multiplier under the assump- 
tion that consumers spend one-fourth of any increase in income on 
imports To reach a state of equilibrium, income would have to increase 
four times the original export surplus or imports must rise sufficiently 
to match the increase in exports. Since imports are a function of in- 
come, the level of exports conditions both the equilibrium level of 
nahonal income and the volume of imports. 

Foreign trade multiplier with domestic savings and investment- In 
the previous example for sunpbcity the assumption was made that 
there were no leakages due to domestic savings and no domestic injec- 
tions from investment If domestic savings and investment are included, 
the equihbnum position of the economy can be expressed as 

Y = C + I* 4- I' and, since all income is either spent or saved, then 

Y = C + S In a balance of payments equilibrium, savings equal both 
foreign and domestic investment or S = I* -f" i'- Inasmuch as foreign 
investment is assumed to occur when exports exceed imporU, 
p =r X — M, if X — M is substituted for I', then S = I' + X — M- 
domestic investment remains constant, any change in the i-alue of ex- 
ports must be offset by a corresponding change in imports and savings 
to attain balance of payments equihbrium. 

Because an export surplus is assumed to equal foreign mves 
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TABLE 16 3 


Foreicn' Trade Multipueb 
Export IviEcrtONS — UtPORT Lcaxaces 


Period 

Increase In 
Imports, d\I 

Increase Id 
CoDsuraption, dC 

Increase Id 
E xports, dX 

Increase In Natio 
Income, dV 

1 

_ 


100 

100 

2 

25 

75 


75 

3 

18 

57 



57 

4 

15 

42 


'42 

5 

10 

32 


32 

6 

8 

24 


24 

7 

6 

18 



IS 

8 

5 

13 


13 

9 

3 

10 



10 

10 

2 

8 


8 

Total 

Approaches 

100 

300 

100 

400 


Assuoie &Q increase in expects of SlOO with MPC of 075 and MPS^f of 0 25 The 
export surplus generates incocne whidi induces an increase in imports Income is gen> 
erated unbl the leakage, unports, equals exports, and equihbnucn u again restored. 

fflent, if exports increase u’hile imports remain constant, a multiple 
change in income ttill occur, dY = k x dX The magnitude of this 
multiple ulll depend upon both the marginal propensit)’ to save and 
to import. Both savings and imports are leakages from the circuit flow, 
so MFC 4- MPS 4- MPM = 1 Id other words, a part of any increase 
in income will be saved, a part spent on domestic consumption and 
unports. Since the part spent on domestic goods and services goes on 
creating income until the leakage from savings and imports equals the 
initial increase in investment, the value of the multiplier can be ex- 
pressed: 


1 

~ MPS + MPM 
If the MPS were 0.15 and the MPM 0.10. 

I 

~ 0.15 + 0.10 ~ ■* 

An increase in exports of 5100 would result in a fourfold increase in 
income or Y = 100 x 4 = 400 Savings represent 15 per cent of this 
increase in national income, hence S = 015 x 400 = 80. Imports are 
10 per cent of the increase, or M = 0.10 x 400 = 40 and S = X — M, so 
00 = 100 — 40, Table 16.4 presents a tabulation of these magnitudes 
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Fok£ICn Trade Moltifuiii 
Export Injections — Imports and Savings Leaxaces 


Period 

Increase m 

Increase in 

Increase in 
Consumption 

Increase in 

Increase in 
National Income 

Savings dS 

Imports dM 

dC 

Exports dX 

dY 

1 

_ 

_ 


100 

100 

2 

15 

10 

75 


75 

3 

11 

7 

SI 


57 

4 

9 

e 

42 


42 

5 

6 

4 

32 


32 

6 

5 

3 

24 


24 

7 

4 

2 

18 


28 

8 

3 

2 

13 



13 

9 

2 

1 

10 


10 

10 

1 

1 

8 


8 

• 

60 

40 

330 

100 

400 


* Total Approaches. 

Assume an export surplus of $100, a hfPC of 0.75, a MPS of 0.15, and a J-fPM of 
0 10. The export surplus generates tocome whidi induces increases m imports, equi* 
librium is restored wfieo savings equal exports minus imports 

Uader the conditions illustrated by this table, the national income 
is in equilibrium, but the balance of payments is in disequilibrium 
since exports exceed imports To offset or eliminate this export surplus, 
international payments must be increased, in the form of imports, uni* 
lateral transfers, investment or gold purchases. Conversely, nations 
with an import surplus, or current account deficit, xvill need to accept 
exports, unilateral transfers, foreign investment or to pay out gold 

Foreign repercussions: tertiary effects. An export surplus in any 
country contributes to the increase in its national income and, since 
the multiplier operates m reverse as well as forward, an import deficit 
leads to a decrease in income The amount of the increase or decrease 
m mcome Mill depend upon the size of the surplus or the deficit and 
upon the magnitude of the foreign trade multipher. 

^\^li!e a nation’s export surplus mcreases its national income, it 
works to decrease that of the rest of the world. Conversely, when it 
has a current account defidt, the national income of the rest of the 
w'orld increases. Funds flow out of the country with a deficit into those 
v/ith a surplus and enter the arcuit flow of these latter countries, where 
they operate through the multiplier to increase national income. In 
the former countries, the funds leak out of the circuit flow via imports, 
reducing national income m the amounts determined by the size o 
the deficits and the numerical s'alue of the multiplier. 

The impact of income changes of a given country upon the na- 
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tiona! income of others is termed the tertiary effect or the foreign re- 
percussions of these variations. Foreign repercussions will be large or 
small depending upon the relative volume of trade of each of the trading 
partners. The impact of income shifts of a country with a sitiall amount 
of trade upon trading partners having a large volume wU not be great. 
Conversely, where a nation with a large volume of trade conducts 
foreign business \vilh one having a small volume, the repercussions 
are apt to prove substantial for the smaller country. Furthermore, the 
effects of any one nations exports and imports on the total trade of 
the rest of the world are not hkely to be substantial. 

Foreign trade, as indicated in the preceding paragraphs, does not 
furnish the only injection and leakage in the circuit flow and it is not 
dje only factor acting upon a country's national income. Domestic in- 
'estment, taxes, and government expenditures all play roles in th; 
determination of national income. In countries such as the United 
States, ■where the domestic economy is far more important than the 
external, these domestic injections and leakages are more signiflcant in 
incojne determination than those of exports and imports. In other 
countries, such as the Netherlands, where foreign trade looms Urge 
in the economy, the foreign trade multipher is of considerable impor- 
tance in the determination of the levels of income of the Dutch people. 

Income changes and intemaiional adfustment. Balance of pay- 
ments disequiUbria are adjusted by changes m the level of national in- 
come. If a country is nmmng a surplus on its current account, injec- 
tions enter the circuit flow’ of income and, if these injections are not 
complete!)’ counterbalanced by leakages, national income will increase 
hy the net amount of the injections (i.e , by the excess of the injections 
over the leakages) times the foreign trade multiplier. The increased 
income ivill be reflected in correspondingly higher imports, thus de- 
creasing the surplus, ^^'here there is a deficit on the current account, 
national income wilT'ifecrease by the net amount of the leakages times 
the multiplier. Its imports will dedine and there ■vnll be a tendency for 
the deficit to disappear or to be reduced. 

In addition, the foreign repercussions, or the tertiary effects, of 
income changes must be taken into account ^t'he^e a country is ex- 
periencing a surplus on the current account, its national income and 
imports will nse. There also will be a tendency for the national income 
and imports of its tradmg partners to decline. These partners will im- 
port fewer goods from the country with the export surplus, and the 
exports of this count!)’ are hkely to fall off. tending to restore its 
balance of payments equilibnum. Where a country is expenencing a 
deficit in its cunent accounts, the national income of its trading part- 
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ners rises, increasing their imports and thus worJdng tow-ard the reduc- 
tion of the deficit country’s balance of payments. 

Imports which are occasioned by shifts in a country’s level of 
national income are termed induced imports; exports which occur as 
a result of income changes in a nation’s trading partners are tenned 
induced exports Those imports which take place more or less inde- 
pendently of income changes, for reasons of price and style, increased 
industrial demand, innovation, marketability and the like, are called 
autonomous imports. Exports which take place more or less indepen- 
dently of changes in the income les’els of a nation’s trading partnen 
for similar reasons are tenned autonomous exports. Only ^ the autono- 
mous imports and exports have an income effect. 'The effects of the in- 
duced transactions are included in the analysis of those of the autono- 
mous transacbons and do not generate any additional income effect* 

Effectiveness of income as a balance of payments adjuster. Accord- 
ing to the Keynesian type of analysis, shifts in income sers’e automatie- 
ally to correct balance of payments disequilibria, provided they are 
alloived to operate freely. There is reason to believe that changes in 
income are a more effecbve corrective than prices, exchange and inter- 
est rales because they are more difficult to control, they are more com- 
pheated in their acbon and resist simple means of intervention. 

The principal means of checking the acbon of income is by the 
use of import, export and exchange controls. Obviously, where tran- 
sacbons are licensed and only those which are approved take place, 
income changes ^vlll only result from those which occur. Other forms 
of intervenbon, either those of the government or private abzens, may 
operate to reduce income effects or to faciLtate them. As existing con- 
trok are eliminated or reduced, the balance of pa>Tnents effects of in- 
come changes become more pronounced. 

Two important changes have characterized the American and 
certain European economies since the 1930's. the growth in the per 
capita nabonal Income of the residents of these countries and the 
shifts in its distnbuHon. Briefly stated, per capita income has been 
growing; the gap which separated the highest income earners from the 
lowest has grown narrower, and the earnings from personal eBort have 
shoivn a tendency to increase more rapidly than those from propert>’. 


S Other meanings are sometimes assigned the terms autonomous and induced 
transactions by intemahonal economists For die other defimbons of these terms, see 
chapter 13 j e • ♦ 

« See Kuznets, Simon. Shares of Upper InOfme Groups in Income artd^ng 
New York, National Bureau of Economic Research, Occasional Paper 35, is5U. 
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QUESTIONS AND PROBLEMS 

1. Describe the position of Say on the operation of natural laws. 

2. Explain what is meant by equibbrium Why is it used in balance of pay- 
ments analysis^ 

3 Jf economic laws do not always operate completely in the field of interna- 
tional economics, why should they be studied^ 

4 Explain hoiv balance of payments disequilibria are corrected by move- 
ments of the rate of exchange 

5 What role is played by the rate of interest in establishing balance of pay- 
ments equilibria? 

6 Hon do price changes affect balance of payments equilibria? 

7 What modifications did Lord Keynes make m some of the Say’s basic 
concepts^ 

8 Describe, using appropiiate examples, how the domestic multiplier 
operates 

9 Describe, using appropnate examples, hmv the foreign trade multiplier 
operates 

10 How do changes in income operate to create balance of payments equi- 
libria? 

11 Define or describe autonomous export, induced export, autonomous im- 
port, induced import, closed economy, open economy, natural order, 
balance of payments equilibrium, foreign repercussions of the multiplier 
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Foreign Economic Policy; * 
Systems and Concepts 


*WeU. blind and stupid policy, I wll fulfill your wish! I will give 
>ou the entire quantity of money which circulated in the nations with 
which you traded. There it is, all brought together in your place. What 
we you going to do with it^ I see already that you have lost as many 
foreign consumers as you have ruined and yet you needed them. Lack* 
ing these consumers, whom you cannot replace at home, there will be 
® void in the consumption of your output, a part must remain unsold 
and become superfluous. This means that your fanners will not only 
sell a smaller quantity hut sell it at a lower pnee Since the effect of 
over-abundance is to cause prices to fall, the price of this output will 
not rise since it lacks a market 

In these terms Mercier de la Bivj^re, one of the principal Physio- 
in 1767 analyzed the results of the beggar-thy-neighbor foreign 
Economic policy of the Mercanfahsts. In his day, Mercier de la Riviere's 
words fell on deaf ears, because Mercantilist foreign economic policy, 
^th its notion that one nation could grow wealthy at the e.xpense of 
^ trading partners, dominated man’s thought. Time has vindicated 
0 la Riviere and his ideas have gained wide acceptance in the free 
world. Modem foreign economic policy recognizes that nations do not 
^Qw wealthy at the expense of others and that they can best develop 
y cooperation and mutual aid. Our foreign economic policies have 
come a long way since Mercier de k Riviere’s hnes were written, and 
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they are continuing to shift with mans changing philosophy, outlook, 
technology and organization of produ<^on. 

General Characteristics of Foreign Economic Policy 

Foreign economic poh'cy consists of actions, based on principles, 
dealing wth the economic relations among the se\’eral nations. Efco- 
nomic policy includes econoimc actions which are undertaken for 
themselves as well as those taken in support of some political goal. For 
instance, loans and grants are sometimes made to help achieve a polit- 
ical goal. 

Several groups of forces underL'e the formulation of foreign eco- 
nomic policy The first of these is the domestic interests and objec- 
tives of a nation, second, its international goals and ideals, including 
national security, and third, the ethos of a people, especially its atti- 
tudes toward the inhabitants of other lands. The foreign economic 
pobcies of the free nations are a mixture of these forces in varying 
proportions 

Consistency is not a characteristic of foreign economic pobcy of 
most nations Even dictatorships which could be expected, by the 
nature of their governments, to folloiv highly ''centralized and uniform 
policies fail to achieve consistency. The pToblems to be solved by the 
application of policy are often complex Given the nature of interna- 
tional negotiation, compromise is one of the cardinal rules of policy 
formulation There is also often a time-lag behveen newly-established 
policies and old lavs's, regulations and practices Although the United 
States IS today following a pobcy of trade bberalization and tanff re- 
duction under the Reciprocal Trade Agreements Act, the Hawley- 
Smoot tanff (the highest in our history of tanff -making) still remains 
on the books. 

Pobcy formulation is usually based on a philosophy or philosophi- 
cal attitude It may rest upon the notion that the best and most affluent 
society is one founded upon pnvate enterprise and property, natural 
liberty, and the freedom of contract. Other systems stem from the 
postulate that a centrally directed economy, with either free enterpnse 
and property or state-owned enterprise and property, is the best guar- 
antee of human welfare, or that a mixed system— somewhere beh'een 
these— "ill yield the optimum results The systems of the Umfed States, 
the U.S.S.R and India are three examples of these different types. 

Systems of foreign economic pobcy are usually national sysiems. 
We have United States, British, French, Itaban, West German, and 
many other s>’stems of foreign economic pobc> Each national system 
derives its character from the customs, folkways and mores, as well 
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as the philosophical and religious beliefs of the people who inhabit the 
land.^ 

Nationalism. Nationalistic doctrines characterize the foreign eco- 
nomic policies of many nations Such policies have benefit to the coun- 
try itself and to all or to some of its inhabitants as a primary considera- 
tion. The effects of these politaes upon other nations or peoples are re- 
garded as of secondary concern Protective tariffs and other barriers to 
trade, the screening of foreign investment m an effort to protect or 
prefer domestic firms, immigration restrictions, preferential treatment 
accorded nationals and national firms, “Buy American" Acts, discrim- 
inatory fiscal measures which tax the property of foreigners at higher 
rates than those of the inhabitants, restrictions concerning the foreign 
ownership of land and other forms of property— these and many others 
ate examples of nationalistic foreign economic policies. 

Nationalistic foreign economic policies are but one aspect of the 
larger attitude, nationalism, with which all nations are imbued to a 
greater or lesser degree. Nationalism is a manifestation on a larger 
scale of other similar group loyalties such as those to family, clan, tribe, 
region, school, church, fraternity and club. Nationalism has not always 
been helpful in terms of higher levels and better patterns of world 
international economic relationships At times it has restricted these 
levels and forced trade into certain patterns It has often meant retaba- 
tion, conflict and war. 

In addition, nationalistic foreign economic policies are not always 
designed to benefit all the inhabitants of a nation. They may redound 
largely to the advantage of certain groups A protective tariff may not 
protect everyone against the pauper labor of a competing country, it 
may only protect the owners of a given industry. It may not protect con- 
sumers. Restrictive foreign investment policies may shield inefficient 
domestic firms from the necessity of improvement and modernization. 

But nationalism has ako bestowed benefits. In a sense it is an exten- 
sion to the national front of domestic policies of individual liberty and 
free enterprise. Superficially, it might appear that a free enterprise 
s>’stem means rampant self-interest and selfishness, but in practice 
these systems, appropriately modulated, have meant more in terms of 
material and spiritual benefits than any other form of state ownership 
or collectivism has accomplished Even on the international front, 
nationalism has proved useful in some respects. Good, bad or indiffer- 
ent, it is the only system which man presently practices. It would be 

*Thjs chapter is devoted to an examination ol official foreign economic, or 
rommercial, policy Foreign economic policy in die pncate sector, or that made hy 
business, is discussed in chapter 14 
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a strange international negotiation wherein each national party pleaded 
the cause not of his nation but that of nations across the conference 
table. Just as in individual life, where the self-interest of others holds 
our own in check, in international economic relations the national im- 
pulse of one nation curbs that of others; some advantages are usually 
gained by each side. 

Naiionalism, protectionism and tcorld economic levels. It might be 
thought that the reduction of nationalism and the abolition of all bar- 
riers to international trade would place nations and all factors of pro- 
duction, wherever they are located, into competition with one another 
with the result that there would be a leveling of the economies of all 
countries. Under this leveling, those with high output and income 
would tend to be reduced and those of the less well-advantaged to be 
increased. If this were to happen, it is argued, it would be disastrous to 
the people of the United States and only the less dev’eloped lands uould 
benefit. This argument has been repeatedly advanced by the propon- 
ents of tanff protectionism and sometimes by the opponents of pro- 
grams of aid to the underdeveloped areas. 

However, if the United Slates abolished its tariff entirely and 
traded freely with other nations, such a leveling is not likely to happen. 
Under the theory of comparative advantage and free trade, nations 
will continue to speaalize and produce those goods and services for 
which each has a relative advantage. Income, wages, rents, interest and 
profits would continue to be high in the United States because its 
economic factors of production and resources w'ould still be employed 
in high-return activities. 

The theory of comparative advantage rests upon the postulate that 
under free trade the factors of production remain relatively immobile 
and do not migrate easily from one country to another. Under these 
circumstances, the United States would continue to enjoy those advan- 
tages to which its factoral supply and organization entitled it, since the 
factors would not migrate abroad and those in other lands would not 
cross its shores. Free trade would not mean a reduction in the levels 
of American incomes and output ctanpared to those of the less de%’el- 
oped lauds. 0£ course, there would be some changes in industrial and 
agricultural orgamzation for some industries and farm activities might 
decline in importance, but there would be no leveling of the world 
economy. 

The effects of international direct investment, however, are anothCT 
matter. This type of investment means the migration of capital, and 
often technology as well Although labor does not move under 
national direct investment, where United States firms establish branc 
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and subsidiar>' plants abroad, American capital and technology are 
brought to foreign labor whose effectiveness is raised by this move- 
ment. Land, ivith its soil and climate characteristics as well as its spa- 
tial relationships, does not move with international investment. But 
with 'the international flow of capital and die dissemination of agricul- 
tural technology, the economic effects of the physical immobility of 
land tend to be less significant and it becomes effectively more mobile. 

While free trade in goods and services is not likely to result in an 
international economic level, free direct investment does serv'e to move 
economies in that direction ’Hns international equalization could take 
several forms. It could -mean that the economies of the less highly- 
capitalized nations would be raised while the level of leading capitalistic 
nations would be lowered, or it could mean that the economies of both 
uould be raised, those of the less developed areas at a higher rate. Of 
these ttt’o forms of international leveling, ►he latter appears to be the 
more probable. 

It would appear from this analysis that nationalism in its protec- 
tionist form has been "barking at the mong door.” In the future, 
nationalism and protectionism may abandon the fields of trade in goods 
and services and turn to prohibitory regulation of the free movement 
of direct investment. 

Types of Foreign Policies 

Treatises on international politics and economics commonly divide 
foreign policy into two broad groups: foreign political policy and for- 
eign economic policy. In its Foreign Service and Department of State 
the United States government has political officers, who devote tbeir 
attention to foreign political affairs, and economic officers, who work 
on foreign economic policy. As a prartical matter it is not easy to draw 
a sharp line separating the two As suggested in chapter 1, classifica- 
tions such as these are man-made. They do not exist in the nature of the 
policies themselves and have but limited validity. Nonetheless, to 
achiei'e simpbcity in the description and exposition of these subjects, 
it is convenient to separate foreign economic policy from foreign polit- 
ical pohc)’. 

Foreign economic and pohUcal policies Generally speaking, for- 
eign economic pohev has as its objective changes in, or the maintenance 
of, the production, income and its distnbution, or the economic struc- 
ture of a nation and its trading partners by means of mtemationa! eco- 
nomic relations ^Foreign economic policy may also be defined more 
specifically as a course of action based upon stated or imphed princi- 
ples designed to affect the international movement of goods, services, 
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income, unilateral transfers, capital and gold. The principal differences 
betNseen these t^vo definitions lie in their respective points of emphasis. 
The first stresses the basic long-run concept, and the second, the im- 
mediate and specific objects of flie action taken. 

Foreign political policy deals primarily wnth the rights and duties 
of states, dieir institutions and instrumentalities \is-a-vis one another 
as well as with those of the citizens and property’ located in other coun- 
tries. It deals also with arrangements designed to maintain, enhance or 
reduce the power of states in the community of nations; to coordinate 
or differentiate its law's, institubons and customs with or from those of 
other nations. 

Foreign economic pohaes are distinguished from political by their 
principal emphasis or results. Thus a tariff falls in the field of foreign 
economic policy because its principal emphasis or result bears on the 
international movement of goods, and the fact that it affects the rights and 
duties of one state toward another is incidental A consular treaty is 
primanlv political because it deals largely with the privileges and func- 
tions of consular officials abroad, and that it affects the trading reb* 
tionships of the two countries is only incidental. 

Before the nse m importance and significance of psychology, 
sociolog)' and anthropolog)’, foreign economic pohc)’ ivas beLeved to 
be the fundamental upon which all other relations ultimately depended 
This IS the now discredited economic or materialistic interpretation of 
history popularized, but not imented. by Kail Marx. All international 
pobcies and all history, according to this thesis, are conditioned bj 
economic factors States, like men. are very simple organisms respond- 
ing largely to the dual urge of the desire for wealth and power and the 
avoidance of effort Discoveries of other social sciences indicate that 
such an explanation or interpretation of man’s conduct is over-siinph- 
fied. Men and states are highly complex, they respond to a wide variet)’ 
of stimuli of which economic motives are but one among several No 
one knows which is the fundamental force, and it is not important that 
this be knerwn. ^Vhat is important is that men understand what they 
do, whatever the motives, that the effects of what is done are know^ 
preferably in advance, and that people act on information and knowl- 
edge rather than upon prejudice or ignorance. . 

Kinds of foreign economte pohetes. There is a wide variety o 
foreign economic poLcies. A complete list would be difficult to dw'^ 
up and would have but limited validity over time. An acbon to^> 
which has no conceivable foreign policy effects, may have a most iffl 
portanf effect with the passage of lime Every day new legislation an^ 
the e.xercise of executive authority serve to change the list For 
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ptiTposes of indicating the more important of om foreign economic 
policies, the balance of payments affords a convenient method of 
classification. 

Policies Affecting the Trade in Merchandise 
Tariffs 

The Reciprocal Trade Agreements Act, the General Agreement on Tariffs and 
Trade and trade agreements. 

Excise taxes 

“Buy America” Acts, federal and state 
Export and import quotas 
Sanitary le^slation 
Custom laws and regulations 
Embargoes 

Foreign Trade Zone legislation 
E-xport and import controls 
Anti-dumping legislation 
Stockpiling 

Export and import subsidies 

Patent, trademark and cop>'ngbl laws applied to imports and exports 
Agncultural pnce support and surplus disposal programs 

Policies Affecting Travel 

Immigrabon and naturalkation laws 

Passport and visa laws 

Control over communicable diseases 

Visitors’ taxes and taxes upon accommodations 

Quarantines 

Income tax regulations 

Customs lart’S and regulapons as applied to traveller s effects 
Travel restrictions 

Pohaes Affecting Transportation 

Navigation laivs 

Manbme laws 

Maritime labor acts 

Port and harbor laws and regulations 

Shipping documentation regulations 

Customs regulations applying to shipping 

Law applying to common carnets 

Auluie and air traffic laws and regulations 

Laws requiring the use of American shipping 

Merchant rnanne acts 

Maritime Commission regulations 

Shipbuilding programs 

Postal laws and regulations 

International conventions relating bi shipping, navigation and commercial 
aviation 
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Laws and regulations of the Civil Aeronaubcs Board 
Laws and regulations of the Civii Aviation Administration 

Policies Affecting Miscellaneous Serotces 
Insurance laws and regulations of the several states 

Laws governing the mfemationaJ exercise of occupations and professions 
Labor legislation 

Agreements providing for foreign missions and military establishments abroad 
Convenfaons governing the status of troops abroad 

Laws and regulations governing the administration of loan and grant programs 
overseas 

Laws controlling international communications 

Provisions of the Internal Revenue Code relating to the taxation of income of 
foreign subsidiaries 

Policies Affecting Unilateral Transfers 

Laws applying to religious institutions insofar as they affect their missions 
abroad 

Laws appl>'ing to educational and scientific organizations insofar as they affect 
their overseas establishments 

Laws affecting remittances of pnvate individuals to foreign residents 
Government foreign aid and technical assistance programs 
Pegulations and laws governing pension payments overseas 

Policies Affecting Capital and Gold Movements 

All the monetary and banking laws and regulations of the federal government 
and the several states 
Foreign funds control laws and legulations 
State and federal corporation laws and regulations 

Laws and legulations administered by the Securities Exchange Commission 
The Sherman Anti-Trust and the Federal Tiade Commission Acts together with 
other anti-trust laws and regulations 

The Articles of Agreement of the International Bank for Reconstruction and 
Development, the International Monetary Fund and other international 
financial agencies 

All laws and regulations pertaining to gold 

Conventions, agreements and treaties relating to international capital move- 
ments 

Exchange controls 
Investment treaties 

Treaties of Fnendship, Commerce and Navigation 

The above list is not complete. It has been included to give some 
idea of the number and variety of laws, regulations, treaties and 3pee 
ments which formulate and detemune foreign economic policy, in^ 
early days, the world has seen many different policy systems svhich taW 
their roots deep in man’s past, and various states have contnbuted 
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modern policies. Those of the greatest importance to modem commer- 
cial pohc)' are the s>'stems of the Mercantilists, the several t>’pes of 
laissez faire and the s>'stems of the partially-directed economies of today. 

A former, if mdely held, \iew has been that the domestic economy 
is more or less independent of a nation’s ettemal economic relations and 
that the internal effect of these relations is so small that it may be safely 
ignored. Smce Vi’orld War II there has been a change in this attitude. 
The impact of foreign trade upon the domestic economy cannot be 
measured by statistical magnitudes alone or by percentages v\hich indi- 
cate that imports and exports amount to but 4 or 5 per cent o‘f the gross 
national product. The foUowmg chapter describes some of the more 
important principles underhung United States foreign economic policy, 
the ways these policies are formulated and applied, and shmvs hew they 
have been implemented. 


QUESTIONS AND PROBLEMS 

1 Distinguish foreiga economic policy from mtema^onal economio theorj’ 

2 In what wavs has nabonalism ^ected foreign econonuc pehey^ 

3 Would the adoption of a free trade polic>' b> the Uruted States serve to 
reduce the level of its wages to that of its trading partners’ \Miy or why 
not’ 

4 \Miat would the effects be on vvages and interest of greatly increased 
United States direct investment abroad’ 

5 Vt'hat are some of (he relanonships between national objectives and foreign 
economic policv’ 

6 Distinguish foreign economic from foreign pohbea) pobev 

7 Explain whv so manv different laws and regulations have been pro- 
mulgated governing foreign economic pohev- 

8 George Washington remarked in his Farewell Address that the United 
States should avoid entangling affiances Should this pobey apply today? 
Whv or why not’ 

9 ^^’ho ullnaaleiv detennines foreign economic poIic>’ The people, the legis- 
lature or the executive bramh of the federal government? Wliy? 

10 Select any three features of United States present forei^ econonuc policy 
and discuss each 
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trade gives a detailed and scholarly account of the contributions of several 
schools to economic policy. 
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Foreign Economic Policy: 
Characteristics and Methods 
of Formulation 


“Dominating our thinking throughout, has been the sobering real- 
ization that the policies pursued and the actions taken by the United 
States in respect to out foreign economic policy profoundly influence 
the destinies of all the peoples of the world Our Nation bears an awe- 
some responsibility of world leadership. Though not of our seeking, it 
is one that we may be fated to bear for a long time to come. If we bear 
it with understanding, courage, and honor, we can make incalculable 
contributions to the cause of peace and the advancement of human 
welfare."* 

Clar«3ce B, Randall, Chainnan of the Commission on Foreign 
Economic Policy, in January 1954 introduced the Report of his Com- 
mission with these lines, which reflect both a sense of responsibility and 
of destiny. This Report has had considerable influence upon American 
foreign economic policy which has followed Herbert Spencer's dictum 
that progress consists in man’s ability to change with the altering cir- 
cumstances of his surroundings. 

Chorocieristics of Unhed Stales Foreign Economic Policies 

Great Britain applied prevailing Mercantilist theories to its trade 
with the American colonies. Industr>' was discouraged, the colonies 
were looked upon primarily as sources of raw materials for the mother- 
land and as outlets for its manufectures. The colonists were supposed 
to trade with Britain and Britain alone. The British Mercantilist s>’Stem 

* Report to the Fresuient end the Congress, January 19S4. The Commission on 
Foreign Economic Policy (Hie Randal) Conunxssioo). Washington, D. C.: United 
States Co\emmrot PrinUag OfSew 195^ p. 1. 

30? 
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left a negative impression upon Ae American people which has been 
reflected in the subsequent develc^ment of the foreign economic policj' 
of the United States. 

The Open-Door, non-discrimtnafioft end national ireaimeni policks. 
After its formation, the first problem facing the foreign traders of the 
United States was to gain the right to trade with other nations, for 
commerce with many areas was largely closed to the early businessmen 
of the new Republic. To meet this situatfon, the Open-Door policy was 
developed v.’hich affirmed the right of ail nations to trade any\vhere on 
terms of equality. Other aspects of early Amencan foreign economic 
policy supported the doctrmes of nationid treatment and non-discrim- 
ination. Ihe former holds that foreigners, their properly, businesses 
and persons should receive the same treatment abroad as the nationab 
of the country in which they are located, while the latter declares that 
amation should not treat the persons and property of one country bet- 
ter than those of another. 

Unregulated trade and competition. From the outset the United 
States was largely dedicated to the ideals of laissez faire. Is the field 
of foreign economic policy, laissez faire has meant the freedom of all 
utizens to trade under a minimum of socially-necessary government 
restriction and regulation. 

In addition, the early colonists feared power, political and eco- 
nomic, in the bands of both government and private citizens. The 
Republic's tripartite system of government, with its checlcs and bal- 
ances, is a manifestation of the distaste for strong govenunent while 
anti-trust legislation bears witness to the disapproval of private power 
in the form of monopoly. In the field of international economic relations 
the United States has held cartels and monopolies to be largely talxx). 

Leoels end poftems of income. With the advent of the New Deal 
m 1933 and the publication of Lord Keynes’ The General Theory of 
Employment, Interest, ond Money in 1936, a new element was added 
to United Statej policy. This was the realization of the role which the 
level of national income plays in the ^velfare of the economy. Where 
per capita national income is Imv, the market for the products of farms 
and factories is proportionately small. When people do not have the 
wherervitbal to buy goods, output, employment, pnees and wages are 
likely to remain below their maximum levels. 

It was also recognized that the patterns of income distribution 
were of importance in determining the activity of the economy as a 
whole Where higher incomes go to few people, where the lowest are 
distributed to a large number and wh^re there is a small middle class, 

3 large fraction of the national income is spent for bare necessities. 
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one-sided economy tends to develop In such an economy the levels of 
output are apt to be low, employment opportunities restricted, indus- 
trial wages and farm returns depressed. During the thirties, the gap 
behv'een very high and low income groups tended to gro«’ smaller. 
Earnings from labor also increased more rapidly than did those from 
propert)'. Income differentials were narrowed and the United States 
saw the emergence of a large middle class 

The Marshall Plan extended this idea to the international front. 
Ia)w incomes abroad, it was reasoned, meant low United States exports, 
poor sources for United States imports and restricted investment op- 
portunities for United States capital and enterpnse. This international- 
ization of the domestic philosophy of the thirties cxmstituted a new 
development in the field of United States foreign economic policy 
which has had important consequences 

JsoJationism In his Farewell Address, Washington warned the na- 
tion against entangling alliances This wammg, coupled with the new 
nation’s desire to go its ow-n way. brought American citizens to view 
their relations with others with a certain degree of detachment ’The 
word irofaKonton has been apphed to this ‘attitude, although ‘it may 
not be a ver>' prease characterization 

This attitude persisted unbl Vt'orld War I, when the United States 
partially abandoned it by participating in that conflict After the war, 
the country regained its pre-war predihction for detachment from 
European affairs B> its reluctance to participate in the League of 
Nations and its insistence upon repavinent of the inter-allied war and 
post-war debts, the Umted Slates again aESrmed its intention of going 
Its own way. Defaults on some of the post-war portfolio loans served 
to reinforce this sentiment During the thirties the depressed state of 
the internal economy occupied the attention of the admimstration, and 
at that time the nation ev^nced but bttle interest in the affairs of peo- 
ples in other lands. 

Participation in icorW o^airs An abrupt change in America’s atti- 
tude toward other nations was marked by the outbreak of World \^'ar 
n. The United States discovered that it was impractical to lend its 
Allies the funds needed for the prosecution of the conflict and Lend- 
Lease vv'as devised. The Umted States helped to finance the war large!)’ 
dirough grants and, to a lesser extent, through loans of propert)’ At the 
end of the conflict, Lend-Lease settlements left the Allies with but small 
repayments to make. \\Tiereas World War I debts served to embitter 
international relations, the Lend-Lease Program was a step toward 
international cooperation. In addition, at the conclusion of this con- 
flict, the United States did not withdraw from the rest of the world. 
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as it had done after World War I, but continued to play a leading role 
in the affairs of the free world. 

Leadership in world affairs, hfany of the inhabitants of the United 
States relinquished slowly their historic distaste for entangling alliances 
with strange people in distant lands. The nation was ill-prepared for 
its new role. It had little experience in this work, and the agencies deal- 
ing with it weie not well organized to discharge their new responsi- 
bilities The United Stales has improved its foreign policies and the 
American public is becoming adjusted to the ne%v responsibilities. 
Opposition to its role is dedining. 

The position of the United States does not stem entirely from its 
prosperity or material position. Even when relatively poor, it was the 
object of admiration on the part of many foreign peoples as hea%y 
migrations to this country in the nineteenth century attest. The basis 
of its strength then, as now, was found in the ideals and values for 
which it stood. Bom in revolution, the United States has recognized 
popular needs and aspirations and has shown willingness to meet new 
challenges. 

No nation is. or ever was, entirely free to make its own decisions 
Many of them are necessitated by circumstances. The United States 
must discuss Its policies with friendly nations and with all those with 
whom it negotiates. Every negotiated policy is a compromise; the United 
States seldom gets its way entirely. 

Cyclical aspects of foreign economic policy. The impact of the 
business cycle is wide and affects almost all aspects of economic and 
pohtical hfe Foreign economic policy is not exempt from these cj’clical 
swngs. During the downswings policy is apt to turn more nationalistic 
and the domestic economy is likely to occupy the center of the stage- 
When the cycle turns up, perspectives are widened and greater interest 
is evinced in the affairs of other peoples. 

When business is bad, there is a tendency to raise the tariff; the 
highest tanff in United States history, the Hawley-Smoot Tariff of 1930, 
was passed during the early years of the Great Depression in the hope 
that it w’ould improve business. On the other hand, the tariff has been 
lowered during periods of relative prosperity The United States is not 
the only country whose foreign economic policy is partially condiHon- 
ed by cyclical movements, all nations with economies sufficiently inte- 
grated to experience the business cjxle tend to orient their policies 
according to the way in which it swings , 

Partisan aspects of foreign economic policy. In the past, foreign 
economic policy, ivith certain notable exceptions, has been a lea ing 
issue of American partisan poLhcs. When the Republicans gained con 
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trol, the United States often raised its tariff, when the Democrats were 
in power, the tariff was frequently Imvered. The tariff question was 
usually a leading issue behveen these two parties during the campaigns 
of the nineteenth century. The high tariff acts of 1922 and 1930 were 
passed when the Republicans were in power, the Hull Reciprocal Trade 
Agreements Act, ^v^th its tariff-lowering provisions, when die Demo- 
crats held srvay. 

The differences between parties, as far as foreign economic affairs 
are concerned, have tended to grow smaller since World War II. The 
tariff is no longer the leading pobtica) issue which it once was, and the 
United States has had a bipartisan foreign policy for a number of years. 

United States Foreign Economic Policy Formulotion 

Foreign policy detennmation in the United States devolves upon 
all three branches of the government: the legislative, the executive and 
the judiciary. The broad framework of this foreign economic policy is 
principally the work of the Senate and the House of Representatives. 
The implementation of Acts of Congress is supplied by the executive 
branch, and -theii interpretation is in the hands of the judiciary. 

The fudiciary. The judiciary is- not ordinarily thought of as a for- 
eign economic policy-making arm of the government, but many of its 
decisions serve to mold poUcy. A number of >-ears ago, for example, 
the Tariff Commission, in an escape clause action, recommended that 
the tariff on bicycles be raised to avoid senous injury’ to the American 
industry. The President, after obtaining advice from several federal 
agencies, decided to raise the tariff on certain tjpes of bicycles, but 
not on all types as the Tariff Commission had recommended. The 
President’s decision was challenged in a federal court which held that 
under the law the President could accept or reject the Tariff Com- 
mission’s decision as a whole, but could not modify it or accept hut 
certain parts. As a result, the tariff on bic>xles was restored to the level 
which prevailed before the recommendatioo of the Tariff Commission. 
The federal court, in effect, made foreign economic pohcy by its deci- 
sion. 

Law’s are held to be unconstilutiODal or are interpreted by the 
judiciary. WTien these decisions deal with laws involving foreign eco- 
nomic policy, the policies are either nulhfied, affirmed or modified by 
these decisions. In addition, treaties, regulations and actions of govern- 
ment agencies are subject to the review of the courts. The passport 
policies of the Department of State, for example, have been modified 
on several occasions by judicial dedsions. Under the doctrines of stare 
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decisis^ and judicial re\iew, the pow’er of the courts has been felt again 
and again in the shaping of foreign policy. 

The legislative branch. The basic legislation underl)’ing much, but 
not all, American foreign economic policy is the work of the Gangress. 
Legislabon determines the operations and organization of all depart- 
ments and agencies dealing with this policy. Many federal programs 
are but the implementation of Arts of Congress. The appropriation bills, 
M’hich define the scope and limitations of foreign economic programs, 
are voted by Congress. Through committee hearings, as well as investi- 
gations, the work of these agencies is reidewed and appraised by Con- 
gress. In addition, much of what the executive branch does on the 
international front is partially conditioned by the forecast of possible 
Congressional reactions. 

Foreign economic policy legislation originates in Congress in 
several ways. Much of it is the work of individual senators and repre- 
sentati'^s whose experience, factual background and research have 
convinced them that certain measures are necessary. Some of it orig- 
inates in the Committees of the Senate and House which hold hearings, 
make investigations and have special reports prepared for them by 
both outside and federal agenaes. Other legislative foreign economic 
policy stems from organized groups of citizens, business firms and 
usoaations which have an interest m seeing some legislation enacted, 
oriented m a certain manner or repealed The executive branch is die 
pnncipal originator of Congressional foreign economic policy because 
It proposes and sponsors much legislation which its experience indi- 
cates IS useful or necessary 

Executive branch: treaties Perhaps the greatest liberty enjoj’ed by 
the executive branch in foreign economic policy formulation is to be 
found in its treaty-makmg powers. Here, no Congressional enabling 
legislation is needed, the principal requirement is that treaties be rati- 
fied by a two-thirds majority of the Senate 

Foreign economic or commercial treaties date from the beginning 
of the Republic. The first was negotiated woth France in 1778. Since 
that time, about 150 treaties of a general commercial nature hai’e been 
negotiated and ratified The earliest treaties were designed to streng- 
then the economic foundations of the new Republic. During the Napo- 
leonic wars and until the 1860’s they emphasized navigation in response 
to the needs of the tbeo relatively important merchant marine. As indus- 

2 For a discussion of the doctnne of itare decuu, see Moore. Russell 
Decuis-Some Trends in Bntu/i and American Doctnne Kev.' York Siinnions-Roara- 
man Pubbshing Coiporation, 195S 
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trial poTTer of the United States increased after the Ciwl War, the 
treaties which followed stressed problems of trade and tariffs After 
World War I, the> gave more attention to the rights of business and 
capital following the tnarlted increase of United States direct foreign 
investments. 

These treaties are of a mutual diaracler. The same rights which 
the)’ confer on United States propertv* and citizens abroad are also 
granted to the property and nahonals in the United States of those 
countries srith nhich the\’ are negotiated The\’ embod)’ the principle 
of national treatment provuding for the nghts of citizens to enter a 
countT)’, reside and trasel there, to receise the same protection as that 
accorded to a c6untr\’’s nationals and to earn.’ on the same business 
acti\ities. In addition, the\' arrange for compensation in the case of 
erpropriation, equalit)’ in taxation as betneen United States citizens 
and nationals, and the repatriation of investment profits and capital 
These treaties, often caUed Treaties of Friendship, Commerce and 
Narigation (FCN) are instruments of pnme importance to the activi- 
ties of private American citizens and firms in their international busi- 
ness and personal relations abroad 

ExecuiKc hranch- executit-c agreements Executive agreements 
do not require Senatorial approx al but their force as law is not as broad 
as that of treaties. Trade agreements negotiated under authority of the 
Trade Agreements Acts and the General Agreement on Tariffs and 
Trade (GATT) are examples of the executive agreement. 

Through its contacts with foreign goiemments, the Department 
of State discovers what commodities those coimtnes propose for United 
Stales tariff reduction and by how much they would hhe to see the 
duties lowered in each case The Interdepartmental Committee on 
Trade Agreements (ICTA) anabzes these proposals and prepares a 
hst of United States products, exported to other countnes, for which 
tariff reductions should be obtained m exchange 

The ICTA then determines the tariff changes xxhich it is prepared 
to accord and to request An appropriately instructed Umted Stales 
delegation subsequently negotiates with the other participating nations 
At the end of the negotiations, an executix-e agreement is drawn up 
embodying the tariff concessions granted and recened and, xxhen 
signed by the President, the Umted States tariff is modified according!)’. 

Exeewtfee branch: implementation of Congressional authorizations. 
With the exception of treaties, much foreign policj’ made by the execu- 
tive branch of the gox’emment is done under some form of Congres- 
sional authorization Among the many possible e.xamples of this tj’pe 
of foreign policx’-malang, die xx-orlc of die National Adx’isorx’ Council 
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(NAC), established by legislative action with the functions which Con- 
gress granted it, affords a good illustration. 

The membership of the NAC consists of Cabinet-level officials. 
Among other things, it screens and approves all new loans made by 
the several government lending institutions. The American Executive 
Director of the International Bank receives his instructions from the 
NAC before voting for or against the Bank’s loans, and the American 
Executive Director of the International Monetary Fund must obtain 
NAC approval before he can speak in the name of the United States. 
In addition, the Department of Agriculture is obliged to obtain NAC 
agreement before it can sell farm surpluses abroad in exchange for 
local currency or on a long-term loan basis. 

The actual work of the NAC is done by a staff committee com- 
posed of senior employees of the departments and agencies represent- 
ed on it. This committee analyzes each proposal which comes before it, 
makes appropriate recommendations and suggests the United States 
official policy in each case. It is often assisted by technicians from the 
Buieau of the Budget and the Coundl of Economic Advisors. Its lecom- 
mendations are sent to the Coundl, which makes the final decisions. 

Executive branch, desk officers. Day-to-day decisions are made by 
technicians and executives in the several federal departments and 
agencies, especially in the Department of State. Foreign economic 
policy formulation work of these officials is of hvo types: that which 
arises from the execution of certain specific programs and that which 
results from information received, or action requested, by the various 
foreign missions of the United States overseas. 

The Trade Missions Program is an example of the first type. Under 
this program, the Department of Commerce sends Trade Missions 
composed of American businessmen, under the leadership of a Depart- 
ment pf Commerce official, to various foreign countries to meet \vjth 
businessmen and government officiak. They explain American ways of 
doing business, United States foreign economic policies and the advan- 
tages of doing business svith the United States. Irj addition, each Trade 
Va'.wsc. to 7.% w-aav hiiSAxiAts, oijportuni- 

ties as possible and to publicize these opportunities in the United States 
upon its return. 

Although the program is largely autonomous within the Depart- 
ment of Commerce, other departments and agencies are consulted in 
the preparation and execution of the programs of each Trade Mission. 
The Trade Mission’s desk officers, including those who head each Mis* 
sion abroad, have been successful in promoting the growth of American 
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business abroad and. in doing so, thQr make foreign economic policy 
at the businessman’s working level. 

A large number of foreign economic policy decisions are made by 
gOT’emment technicians and eteoitives in connection ^vith problems 
which arise ov’erseas. A country, recipient of United States foreign aid, 
desires to build some roads with aid funds. The officials of the United 
States Agency for International Development operations mission located 
there are approached by the government oonoemed and the proposi- 
tion is discussed. The operations mission analj’zes the proposal, makes 
its recommendations and transmiLs them, through the Department of 
State, to the Agency for International Development. There the proposal 
is studied and a decision reached. appto\’mg, disapproving or modify- 
ing the request The foreign government is then informed of the deci- 
sion and steps are taken to put the recommendations into effect. 

Executive branch, position papers \Mien international conferences 
are held, the United States delegations attending them must come pre- 
pared to take positions on the topics which are likely to arise under the 
conference agenda. 

At a meeting of the Trade Development Committee of the Eco- 
nomic Commission for Asia and the Far East (ECAFE), for example, 
one of the items on the agenda dealt unth the steps which member 
nations could take to increase their exports. The United States position 
paper on the item m question was prepared by an economist in the 
Department of Commerce. It dealt with the desitabilit> of careful 
inspection of all products before shipment to make certain that they 
met the contractual specifications in all details, it proposed that com- 
modities be graded before export, that attention be given to proper 
packing for shipment, and that delivery dates and shipping instructions 
be scrupulously followed This position paper was resiewed by the 
members of a committee established to make the United States prep- 
aration for the meeting and it was subsequent!) read by the chief of the 
United States delegation at the conference. The United States sends 
delfi^tiQos tci many iQtematiQoal confecenDea, and. hundceds. of ymi.- 
tion papers on a wide v-anety’ of topics are prepared each year 

Foreign missions The United States maintains a variety of foreign 
missions abroad Tbe Department of State is responsible for American 
embassies, ministries, consulates general and consulates. As a general 
proposition, these missions handle diplomatic and consular affairs and 
are the eyes and ears of the United States government abroad In addi- 
tion to the missions of the Department of State, other agencies main- 
tain offices abroad for the purpose of carrying out their overseas pro- 
grams. These are, principally, flie operations missions of the Agency’ 
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for International Development which is charged with the administra- 
tion of foreign aid programs, and those of the United States Informa- 
tion Service, designed to disseminate facts about the country and to 
maintain Ubraries and radio services abroad. Other agencies, such as the 
Department of Agriculture, the Treasury, the Army, Navy and Air Force 
have attaches at embassies serving both their own agencies and the 
Department of State In some large centers, missions to the North At- 
lantic Treaty Organization and the European Regional Organizations, 
among others, are maintained. 

The foreign missions of the Department of State are responsible 
for an extensive program of services for the United States government 
and its citizens. The consular services which they perform include the 
issuance of passports and visas, the administration of immigrant quotas 
and the issuance of consular invoices. In addition, they perform a var- 
iety of services for Americans abroad, such as witnessing marriages, 
the certification of births and deaths, the protection of citizens and their 
property, the repatriation of stranded Americans, the protection of 
United Slates seamen, notarial services and re-entry permit extensions, 
among others. They also furnish information, advice and help business- 
men to make business contacts 

The other services furnished by United States embassies and con- 
sulates abroad include the representation of the United States govern- 
ment, the negotiation of treaties, executive agreements, conventions and 
other matters requiring discussion and settlement with foreign govern- 
ments, representing the United States at international conferences and 
ceremonies, the settlement of disputes Involving the government, sup- 
plying interested foreigners with information concerning the United 
States, the transmission of memoranda and other documents to Wash- 
ington accompanied by analyses and recommendations, the execution 
of specific requests for action or for information emanating from Wash- 
ington 

Reporting and informational services rendered by these missions 
are of great importance in the formulation and execution of foreign 
economic policy These missions report on various aspects of the econ- 
omies of the countries where they are located ^Vhen these reports ar- 
rive m Washington, they are dupheated and distributed to those gov- 
ernment agencies interested in them. For example, copies of a report 
on agricultural labor in France are sent to the Departments of Labor 
and Agriculture, the French division of the Departments of State and 
Commerce. The optical products commodity man in the Department 
of Commerce receives reports on the optical industry in v'arious coun- 
tries together with such other reports as his work might require. 
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These reports perform an impraiant hinction in keeping federal 
technicians and executives informed concerning foreign developments 
in their fields of work, and they constitute the principal source of for- 
eign information which the country desk officers, commodity men and 
functional technicians have. The officers in federal agencies whose 
work has foreign aspects commonly maintain files of these documents 
conveniently classified for ready reference. 

In addition, these reports are used to inform and advise American 
businessmen and other citizens, to ansrver letters and prepare memoranda, 
and some of them serve as the basis of articles and news releases pub- 
lished by government agencies. The foreign trader's publication of the 
Department of Commerce, Foreign Commerce Weekly, is largely com- 
posed of materials taken from such reports. 

Much of the reported uifonnalion cannot be made public inasmuch 
as a substantial fraction of it is classified. 'These classifications are em- 
ployed because of the nature of the information, e.g. where the report 
embodies comment which some foreign governments may consider 
derogatory, or because the source of the information must be protected. 
Classified information can, however, be used by federal officials in 
determining foreign economic poIic>’ and it is widely used for this 
purpose. 

These reports are frequently accompanied by supporting docu- 
ments in the form of publications, catalogs, maps, official reports and 
memoranda of foreign governments, and their quality is excellent. As a 
result, American officials dealing wth foreign economic affairs are well- 
informed. 

Other functions of the Department of State. Some matters are 
settled in the Department of Slate by area desk officers, functional and 
commodity specialists who usually discuss the question Tvith various 
colleagues. Replies to important action or information requests from 
the foreign service posts and policy matters are usually submitted for 
approval by these officers to their immediate supervisor who may in 
turn take the matter up with still higher authorities including the Sec- 
retaT>’ of State and the President- 

Different Secretaries of Slate carry out their responsibilities in var- 
ious ways. All of them generally arrange for daily or periodic briefings 
on important developments overseas and are showm the despatdies 
whidi embodj’ infoimation or requests for action which mi^t require 
their personal attention. In making decisions, the Secretary’ can avail 
himself of the services of his own staff as well as specialists in other 
federal departments and agenaes. The State Department staff con- 
siders polic)’ matters of the highest importance, plans pohc>’ for the 
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future and endeavors to integrate and coordinate the diverse aspects 
of American polic>% 

Before World War II, the Department of State was a relati\ely 
small agency. It started to e.Tpand during the w’ar and increased in size 
during the post-war \ears as the result of increasing international re- 
sponsibilities of the United States, its desire to do a better job and the 
inheritance of some international work, formerly performed by other 
agencies. The Department of State today is a replica in miniature of 
the w^hole United States gox'emment It has its own “Departments" of 
Commerce, Labor, Agriculture, Justice, Health, Education and ^VeI- 
fare; its own Federal Trade Commission, Civil Aeronautics Board and 
Interstate Commerce Commission, among others. Obviously the wide 
scope of activities of the Department involves foreign pohcy-malang 
An inherent problem is that of assuring that such policj'-malang, even 
when in the hands of relatively low-echelon officials, possesses the 
breadth and depth w’hich present-day responsibilities of the United 
States demand. 

Public relations and other aspects of foreign economic policy. For- 
eign economic policy-maldng by both ibe legislative and executive 
branches of the United States government is profoundly affected by 
public opinion. Senators and members of the House of Representatives 
are ever concerned with the opinions of voters on these matters. It is 
the people acting through their duly elected representatives who ulti- 
mately determine foreign economic policy The executive branch of the 
gov emment is equally sensitive to pubhe opinion. 

This chapter has given greater emphasis to foreign policj’ deter- 
mination by the executive than to that made by the legislative branch 
It should not be mferred from this emphasis that the foreign policy’ 
made by the executive is more important than that formulated by the 
legislators. But the former is less well-known and accordingly has here 
received somewhat more detailed treatment. In the following chapt^ 
the customs tariff is examined Traditionally, the tariff has been the 
cornerstone of United States foreign econormc policy but this is 
true texlay than formerly. It nonetheless remains, in the eyes of Amer- 
icans and foreigners a’fiKe, &e most important aspect di "ints "ydirc}. 

QUESTIONS AND PROBIEMS 

1 Explain whv the United States has insisted upon the Open Door an*! 

national treatment poLcies. , 

2 Explain why isolationism is less important in the United States tcxiay 

It vtas prior to ^Vor^d War II . , 

3 If the United States were to lose its leadership in world affairs and 

were to tale its place what changes m world policy might occur. 
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4. What are the strengths and wealcnesses of policv-malcing by (a) the Con- 
gress and (b) the executive branch the government? 

5. What are some of the limitations of die executive branch in the field of 
foreign economic policy formulation^ 

6 In what ways has the business cycle and partisanship affected United 
States foreign economic policies'* Are other nations exempt from these 
influences? ^Vlly or why not? 

7. In what ways does the judiciary make foreign economic policies? 

8. Explain how a United States position paper is drafted 

9. What role do the reports submitted by United States foreign missions play 
m the formulation of foreign economic policy? 

10 What are the effects of the secrecy chusiflcations of foreign service 
despatches? 

11. Should the Department of State or the Department of Agriculture make 
agncultural foreign economic policy^ 

12. Explam the foreign economic policy activities of the NAC and the desk 
officers of the Department of State 

13 Should the Secretary of State be given domestic as well as international 
responsibilities^ 

14 What are the limitations on executive branch foreign economic policy 
delerminabon imposed by the legislaltve branch’ 

15 ^Vhat are the purposes of Treabes of Fnendship, Commerce and Navi* 
gabon’ 
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hensive account of foreign economic policy formulation through the treaty 
process. 

Meade, James. Trade and Welfare. London* Oxford University Press, 195.5 
Chapters 4 and 9 present the fundamental arguments in fa\or of a free 
trade pol:c>’, chapter 26 gives tiie “infant industry” and the “economies 
of scale” tariff arguments Chapter 32 discusses discriminatory lanff 
reductions 

Rubenstein, Alvin Z. (Ed) The Foreign Policy of the Soviet Unton Ne\vYorlc. 
Random House, 1960. This is a collection of readings accompanied by 
extensive notes prepared by the editor The complex problems of Sowet 
foreign policy are covered with emphasis on the ideology and objectnes 
of the Communist states 

Steiner, Zara S The State Department and the Foreifji Service: The Wruton 
Report~Foiir Years Later. Mwoorandiim No 16, Center of International 
Studies, Princeton University, Pnnceton. N J . 1958 Many of the findings 
of the Secretary of State's Pubhc Committee on Personnel, the Wriston 
Committee, were put into operation This report examines critically the 
results of the integration of the Washington staff of the Department in the 
foreign service which tlie Wnston Committee recommended 

C. Government publications. 

Commission on Foreign E-conomic Pobcy. Report to the President and the 
Congress Washington, D C GPO, 1934 This is the widely-cited Randall 
Report which covers the post-war dollar problem, foreign aid and Invest- 
ment, Uruted States dependence on imports, agricultural problems, the 
role played by labor standards and currenc)’ coni ertibility. Representa- 
tives Daniel A Reed and Richard M Simpson did not agree with this 
report in all details and submitted A .Minonly Report (of the Commission 
on Foreign Economic Policy) Washington, D C CPO. 1954 The studies 
of the Committee's staff have been published under the title, Staff Papers 
Presented to the Comrmssioi? on Foreign Economic Policy, Washington, 
D C GPO, 1954 These p.xpers cover essentially the same fields as the 
Report Itself and provide more detailed information on these topics A 
Critique of the Randall Commission Report, prepared by Klaus KnOir and 
G.irdner Patterson, International Finance Section and Center of Interna- 
tional Studies of Pnnceton Umversitv. 1954, gives an analysis of this 
Report. 

Report to the President an Foreign Economic Policies. W'ashington, D. C.: 
CPO. 1930 This report, knovm as the Cordon Gray Report, deals \nth 
the significance of foreign economic policy, post-war economic trends and 
the United States balances of p-ijmenls. the economic situations in 
Western Europe, the Sterling Area. Japan and the underdeveloped ar^, 
commodity controls, commercial and financial policy and the foreign 
assistance progr.ims It contains recommendations for foreign economic 
poLcies to meet post-ivar and post-Korean problems in the field. 

The International Development Advisory Board, Partners in progress A Report 
to the President. Washington, D C GPO, 1951. Known generally M 
the Rockefeller Report, this study deals largely vnth foreign economic 
policies rel.iled to the problems of underdeveloped areas 
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Committees to study forei^ economic relations and the foreign aid pro- 
gram were established in the 86th Congress b>’ the Saiale Committee on 
Foreign Relations A number of reports were prepared for this Committee by 
outside agencies of which the folltAvmg two M’C of particular interest. 

The Corporation for Economic and Industrial Research, Inc Worldxcide and 
I5amert{c Problems and their Impact an the Foreign Polictj of the United 
States Washmgton, D. C.- GPO, 1959 This report presents conclusions 
and recommendahons dealing mth the Communist threat, policy problems 
related to underdeveloped areas, the coordinafaon of foreign and domestic 
policies, common strategy’ in international economic relations 
Ha%dand, H Field, Jr , and Others The Formnffltron and Administration of 
I7nited States Foreign Policy The Broolings Institution, Washington, D C , 
1960 Methods and procedures employed in malang and administering 
foreign economic and pohbca) polic)' are treated In addition to descnp- 
bons of the methods currently employed, the study contains recommenda- 
tions for the improvement of the proc^utes used. 

AJI of the studies prepared for Senate Special Committee to Study the Foreign 
Aid Program, 85th Congress has-e been published m a single volume. 
Foreign Aid Program- Compilation of Studies and Survevs, Washington, 
D C United States Government Pnnbng Office, 1957 This compilation 
includes foreign economic policy surveys for lndl^^dua] countries as weD 
as those on specific aspects of the several federal programs 
FepOTt to the Committee on W’<ry# and Means on United States Customs, 
Tan$s, Trade Agreement Lews and Thrr Administrahon Prepared by 
the Subcommittee on Customs, Tariffs, and Reciprocal Trade Agreements 
Washington, D C . GPO, 1957 This is the Boggs Report which contains 
a discussion of the pnncipaJ features of Unff laws and the Trade Agree- 
ments Program with emphasis on the pen) points and escape clause^ trade 
policy and agriculture, the nabonal secunt)' amendments, anb-dumping 
and countervailing duties 

The Semiannual Heports of the National Advisory Council on Intemahonal 
Monetary and Financial Problems, Washington, D C . GPO, give periodic 
aecciunts of United States foreign econom’c policy developments in the 
fields of money and government credit 

Department of State, Tousard a Stronger Foreign Sercice Washington, D. C ■ 
United States Government Rinbng Office, 1954 Report of the Secretary 
of State's Public Committee on Personnel, pubbeabon No 5458 This 
report gives the findings of the Wnslon Committee which recommended, 
among other things, that certain members of the Washington staff of the 
Department of State be mtegrated in fhe foreign service and that the 
foragn semoe mclude more speaahsts, rather than generalists, in its 
staffing ‘patterns 

Bames, William and Morgan, John Heath The Foreign Service of the United 
Stater Department of State. Washington United States GPO, 1961. This 
offiaal work presents an account of the origins, development and func- 
tions of the foreign semee of the United States. It includes an extensive 
bibliography of the subjects covered 
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Restrictive Foreign Economic Policies: 
The Protective Tariff 


“To provide revenue, to regulate commerce with foreign countries, 
to encourage the industries of the United States, to protect American 
labor, and for other purposes. Be it enacted by the Senate and the 
House of Representatives of the United States of America in Congress 
assembled. 

“Title I Dutiable List. Section 1. That on and after the day follow- 
ing the passage of this Act, e.Tccpl as otherwise specially previded for 
in this Act, there shall be levied, collected and paid upon all articles 
when imported from an\ foreign countr)' into the United States or into 
any of its possessions (except the Virgin Islands, American Samoa, 
Wake Island, Midway Island, Kingman Reef, and the Island of Guam) 
the rates of duty which are prescnbed by the schedules and paragraphs 
of the dutiable list of this title, namely . . 

Thus read the opening paragraphs of the Tariff Act of 1930, the 
last one enacted In paragraphs 1 to 1558 of the Dutiable List of this 
Act, there are enumerated several thousand articles subject to that 


special and old form of excise tax, the customs tariff. 

The word “tariff" comes through the old French word, lanfe, which 
meant a rate, price or a hst of rates and prices, from the Arabic, to ri/, 
meaning notification, which, in him, was derived from 'arafa, to know. 
According to usage in the United States, the word has three meanings 
It may refer to a hst of articles together wnlh the rates of duty which 
must be paid when thev are imported, to the actual amount of duty 
levied, or to the law e^tabhshmg such a schedule. A synonym for tan 
is the term “customs duties,” used because these duties are customar) 


and have been collected ov er a long period of time. 

Taxes upon goods exchanged or transported are nearly as 
trade itself. Todays customs duties onginated in the transit taxes 


old as 
lesied 
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by kmg, lord, bishop oi other authority on products passing through a 
district under their jurisdiction. These taxes raised funds to pay for the 
maintenance of roads, bridges or wateru'ays; to recompense the tax 
authority for the protection accorded the merchant and his goods and 
for the right of using the facilities as well as for die purpose of adding 
to the revenues of Ae ruler of die district The modem toll road and 
bridge constitute a revival of these old transit taxes. 

Although tariffs on the import of goods were knouii in Rome and 
other parts of the ancient uxirld, their systematic development as a 
cornerstone of foreign economic polic>’ dates from about 1500, the per- 
iod of the ascendancy of the hfercanblists. 

Under the influence of the British practice of the day, the early 
American colonies levied customs duties both to protect home industry 
and to reduce the consumption of products which were deemed harm- 
ful. These duties aroused popular resentment and had one important 
effect: The federal ConstitutiOD, in Article I, Section 8, Paragraph 3, 
forbids the levying of import and export duties by the several states. 
In addition, the federal government, under Article I, Section 9, Para- 
graph 5, may not le\y export duties. 

Types ond Features of Customs Tariffs 

Revenue and protective tariffs. It is common to distinguish be- 
tu-een tariffs for revenue and for protection, although the difference 
betiveen them is theoretical. There are few proJective tariffs which do 
not peld some revenue and fmv revenue tariffs which do not afford a 
modicum of protection. The names of these tariffs are self-explanatory, 
a protective tariff is one designed to protect home industry, agnculture 
and labor against foreign competition, a revenue tariff is one designed 
primarily to pro\ide revenues for the government. 

A theoretically perfect protective tariff has rates so high that the 
import of the protected commodities is prohibited. The protective tariff 
is designed to raise the effective prices of imported gpoda so ax to ceudec 
them less competitive wdlh domestically-made products. Thus, if the 
American jewelled watch industry is suffering from the competition 
of Swiss watches, a tariff can be levied on watches which will raise 
the prices of the imported articles. Domestic watches can then be sold 
at prices lower than the Swiss and thereby prove more attractive to 
consumers Or the higher prices of Swiss u-atches might enable /American 
watchmakers to raise their prices up to, or just below, those of the 
tariff-taxed Swiss products. 

A good revenu’ tariff should be levied at relatively low* rates upon 
products which are imported in large quantities and w'hich do not com- 
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pete with domestically-produced commodities. It can best be placed on 
goods for which there is an inelastic and stable demand, and duties 
should not be so high that they will discourage consumption, or en- 
courage smuggling. die revenue tariff is levied on products which are 
also made at home, the protective feature can be eliminated by placing 
an equal excise tax upon the domestic products. In the nineteenth 
century, when Britain was using a revenue tariff, duties were levied 
principaUy upon tobacco, tea, sugar, and alcoholic beverages; only 
alcoholic beverages were domestically produced. 

Revenue and protection in United Slates tariffs. The first American 
tariff, that of 1789, placed duties on sugar, cocoa, tea, coffee, and alco- 
holic spirits, among other commodities and, despite its declared inten- 
tion of being a protective tariff, it was almost a pure revenue measure 
Until the Civil War about 90 per cent of all the revenues of the federal 
^vemment were obtained from the tariff. Thereafter, until World War 
I, about one-half of federal revenues were derived from this source. 
Ever since, the tariff has decb'ned in relative importance as a source of 
federal funds, and now it provides but sb'ghfly more than 1 per cent of 
these revenues. Much of the decrease has been counterbalanced by the 
increase in yields of the federal income tax, both individual and corpor- 
ate. The present American tariff, that is, the Tariff of 1930 as changed 
by the negotiations under the several Trade Agreements, is a mixture 
of both protective and revenue features. 

Possible failure of the protective tariff to protect. The protective 
tariff is an outmoded method of protecting mdustry against foreign 
competition. A tariff may be protecrive when enacted, but foreign com- 
petitors are often able to reduce their costs, improve their products and 
thus neutralize its effects. To continue to be effective as a protective 
measure, the tariff must be altered to meet developments in technology 
and to keep it abreast of industrial progress. The systems of import and 
exchange controls so widely utilized for balance of payments purposes 
during and after World War II, are the modem methods of protecting 
industry against foreign competition. These devices, more fully dis- 
cussed in the next chapter, make it jiossible for a government to pin* 
point its protection. By refusing to issue an import license or grant 
foreign exchange, a government can absolutely prevent die entry o 
foreign goods, regardless of any dianges in products or industrial tech- 
nology. , , 

Specific duties. From the point of view of types of duties im^eo 
under a tariff, there are three kinds of rate structures: specific, ad val- 
orem, and combined rates. Spedfic fates impose a duty of so many 
dollars or cents for a gi\-en unit of measure, as one dollar per ton, ten 
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cents per square j’ard, fi\'e cents per linear foot, two dollars per gaDon, 
Thus the dut\’ on orange mineral-lead pi^ent is two cents per pound 
(paragraph 70); on baby chicks, tw^o cents each (paragraph 711), con- 
centrated juice of citrus fruits, twenty cents per gallon (paragraph 
806). The tariff on watch movements (paragraph 367) is a complicated 
type of specific dut>’ pra\’iding for duties according to the size of the 
movements, the number of jewels and adjustments, among other 
things.^ 

The speciEc dutj’ rates on watch movements afford a good illus- 
tration of the impact of progressing technology’ upon the customs tariff. 
Duties are leTi-ied on each adjustment made to a watch movement. Un- 
der modem s%’atchmakmg methods, some adjustments are no longer 
appUed to a watch movement, but are now built into it by the design 
and the type of materials used. The adjustment for isochronism, for 
example, is determined hy the shape of the hairspring; the adjustments 
for temperature, hy the design and materials used in the balance wheel 
and hairspring. A customs appraiser cannot determine whether or not 
an adjustment has been made to a movement, because there ir no test 
which can be applied to make such a dctenrunation. The result is that 
many Swiss watches are classed as “unadjusted," when they are so well 
designed and constructed that adjustments are not needed. 

Ad cclofem duties Ad valorem duties are applied as a percentage 
of the value of the imported goods. On hose and half hose, for instance, 
the duty is 15 per cent of tbeir value (paragraph 916). on motorcy’cles, 
10 per cent (paragraph 369). The detemunabon of duties under the 
ad i-alorem principle appears to be relatively simple, but in practice 
it has often proved difficult to admiuister fairly and correctly. The 
value of an imported article is “appraised," or determined, by a cus- 
toms appraiser. There is often more than one value which might be 
applied to a given article and value frequently changes in both time 
and space Some items with particular charactensbcs offer difficult 
ei'aluation problems and duties based upon value have given nse to 
much libgaboD. 

Before the passage of the Customs Sunphfication Acts, the apprais- 
er applied the foreign value or the export value, whichever was the 
higher. If neither of these were ascertainable, the appraiser applied 
the United States value, and if this could not be determined the dutj' 
was levied on the basis of cost of production. As a general proposition, 

I The tanS paragraph references (jn parentheses) in this chapter are to those 
of the TanS Art of 1930, as amended by subsequent legislatiOD and altered by the 
several Trade .Agreements which the United States has signed. Since Trade Agree- 
meats are freqimndy negotiated, the rates of dut> cited are subject to charige. 
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the Export Simplification Act of 1956 provides for the use of export 
value except in certain cases where the import duty collected 
be decreased by more than 5 per cent In these cases, either export or 
foreign value may be used as a basis of customs valuation. About 16 pa 
cent of all ad valorem imports is collected under the dual valuatico 
s>'stem— foreign and export \'alue->and 84 per cent under export X’alae 
alone. Valuation, even under this simplified procedure, still inx’ohfs 
many questions of fact and judgment and continues to give rise to dif- 
ficulties. 

The determination of x’alue also involves the use of a rate of ex- 
change unless the merchandise is billed m United States dollars. The 
Bureau of the Customs uses the rates furnished by the Federal Be- 
serxe Bank of New Yorh or the Secretary of the Treasury. These rates 
may differ from those actually used hj’ the importer when he purchased 
the merchandise. 

Another problem involved is that of determining the proper class- 
ification of the imported commodities. The classification process is a 
means of deciding under uhat tariff paragraph a commodity "’HI he 
taxed. Since there are wide differences in the appb'cable rates amosg 
the several paragraphs, classificatjon becomes a matter of prime to- 
portance to all importers. Thus bleached beeswax (paragraph 1556) 
pays a duty of 15 per cent, while I'egetable uax is on the free hst 
(paragraph 1796) and pays no duty at all It is, therefore, impoitaat 
that imported wax be properly classified for duty purposes. Classifica- 
tion has also given rise to much dispute and litigation and, according 
to some importers, has at tunes been capnejously determined in an ef- 
fort to collect the maximum duty and to render the tariff as protcctii'C 
as possible. 

Price movemerjis and protection Under the ad valorem duties, tn* 
duties paid vary with the pncc of the article and are proportional on 
both low- and high-price products of the same class. If die duty' o° ^ 
Item is 25 per cent ad valorem and its pnce $10 00, the duty amounts to 
$2 50. If the price of the article increases, say to $12.00, the duty co 
lected amounts to $3 00 whereas if the price falls to $8 00, the duty ^ 
to $2.00 This t>'pe of tariff tends to yield rei'enues proportionate 
price movements and to continue its degree of relabve protection 
all price level'. „ ^ 

Specific duties, on the other hand, remain constant rega 
relative value and price movements. The total speafic duty on a 
tain type of watch movement, of say $250 per movement, 
same no matter what the price may be and percentage-wise is 
tively heavier on low priced than on higher priced movemen 
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watch movement were priced at tlw duty would be $2.50, the 

same as on a similar type of movement priced at $100.00. Such a tariff 
has a regression e^ecf, resting more heavily on low than on high in- 
comes. 

The specific rate has. in addition, a certain perverse elasticity. As 
prices go up the percentage of the duty declines; as prices fall, the per- 
centage increases. Thus, during a business cycle downswing when 
prices are declining, the specific duty remains the same and the per- 
centage rate of the tax rises, as prices rise during a cyclical upsrving, 
the duty rate constitutes a relatively lower tax, percentage-wise. Taxes 
should fall during a cyclical downswing and rise in the upswing, but 
specific duties behave in the opposite manner. The specific duty tends to 
become less protective during periods of rising prices and more protec- 
tive when they fall. 

The comhined duty rate. The fact that specific duty rates do not 
yield revenues in proportion to price movements has led to the creation 
of comhined rates' duties which place both a specific and an ad valorem 
rale on the imported commodity. The duty on cotton shirt collars and 
cuffs (paragraph 919) is fixed at fifteen c^nts per dozen paifs plus 5 
per cent ad valorem and represents a combined rate. Although com- 
bined rates do not provide revenues which follow the movement in 
price as well as ad valorem rates, they are better in this regard than 
specific duties and represent a compromise between these two types. 
The larger the share of the ad valorem duties in the combined rate, the 
closer the correspondence of revenue yields to movements in price. 

Afaximum and minimum rate limits. Sometimes a floor is placed 
under or a ceiling over the tariff rales, specific, ad valorem and com- 
bined, to guarantee a minimum tale or to prevent the collection of 
duties in excess of certain amounts or percentages. Thus, some types of 
steel bars (paragraph 304) carr>' a duty of 10 per cent but not under 
7/8 of a cent per pound and specified boiler plates (paragraph 307) 
pay 10 per cent ad valorem, but not over 0 175 cents a pound. The 
\5nited States tariS structure provides lor a number of these rales, 
which are sometimes called not over end not under duties. 

Ad valorem equtvalents. The ad V’alorem tjpe of customs duties 
presents one important advantage for the foreign trade analyst. It 
shows the tariff as a percentage of the value of the import, permits the 
comparison of the burden of customs duties on different types of pro- 
ducts, and gives a clear picture of tiie relative importance of the tariff 
on the various commodities on the dutiable list. Specific duties cannot 
be so easily compared. A duly rate of one-fourth of a cent per pound 
on flax noils (paragraph 1001) is not comparable xrith that of $1.50 per 
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proof gallon levied on imported wluskeys (paragraph 802), A sirmlar 
difficulty arises with attempts to compare the relative burden of the 
duties on commodities where combined rates apply. 

To facilitate these comparisons, foreign trade analysts compute the 
ad valorem equivalents of the specific and combined rates which er 
press the specific duties collected in terms of percentages of the value 
of a unit of an imported commodity To compote ad valorem equna- 
lents the total volume and value of the imports of a commodity for a 
given period must be known as well as either the total duties collected 
or the applicable tariff rates. The total imports by both quantity and 
value and the total duty collected ate given in the publication of the 
Bureau of the Census, Foreign Commerce and Navigation of the Vruted 
States, and the ad valorem equivalents of both the specific and com- 
bined duties can be computed from these data. 

If 100,000 units of a given commodity having a total value of 
$100,000 were imported and $10,000 m duties were collected on it, ihs 
unit value of the commodity is then $1.00 and the rate of duty, whether 
specific or combined, amounts to 10 per cent. Since the Foreign Cwn- 
meree and Navigation of the V.uted States appears several years laM> 
the Bureau of the Census publication, Ttepert No. FT 110, giving United 
States imports, commodity by country of source, may be used if nioie 
up-to-date data are required. 

This Report does not show the total duty collected, but gives Ihe 
value and the quantity of each item imported. Take the ease of a 
duct carrying a combined duty of 10 cents a piece plus 10 pet cent ad 
valorem. The total quantity imported is, say, 100,000, and its value 
$100,000 Since the specific part of the combined rate is 10 cents ^ 
piece, the ad valorem equivalent in this case is 10 per cent of the vaJue 
of the product. This percentage, when added to the ad valorem rate o 


10 per cent, gives a total ad valorem equivalent of 20 per cent. 

When the duty rates carry' not over or not under provisions care 
must be used in computing these equivalents because they cannot cs 
ceed or fall below these limits, as the case iriay be. If, in the case ci 
in the previous paragraph, the rate provided for duties not over 
cent, the ad valorem equivalent was 18 per cent. If the rate provi 
for duties not under 22 per cent, the equivalent was 22 per ce^. 

The tariff duties applicable to any commodity can be ob 
from a number of sources The Tariff Ckimmisslon publishes ped ^ 
ally United States Import Tariff Duties which is arranged by tariff p 
agraph number. The Cujfoms House Guide, published annually by 
Customs House Guide of New York, presents the duty rates 
conveniently arranged classifications In addition to the Unff P 
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graph number, the Customs House Guide carries the Schedule A num- 
ber, which identifies each commodity and is used in machine tabula- 
tion of United States import statistiis. Since import statistics of the 
United States generally include the identifying Sdiedule A number, the 
applicable tariff duties can be ascertained by cross-reference, using both 
the Schedule A number and the applicable l«iff paragraph.® In the use 
of all tariff dut)’ rates, care must be taken to make certain that the 
listed rates are current, for under the Trade Agreements Acts these 
duties may change from negotiation to negotiation.® 

Single-column and multi-column tariffs. WTien a nation gives equal 
tariff treatment to all countries it is said to have a single-column or 
unilinear tariff because the same rates of dut>' apply to the imports from 
all countries. Except for minor delations, the United States has a single- 
column tariff. Argentina, Japan, the Netherlands, Svvitzerland and the 
Scandinavian countries also use llus type. 

Multi-column tariffs take several fonns but, as the name implies, 
in all of them the tariff schedule has more than one column, the rates 
in each column apply only to certain countries. The general concert- 
lional tariff has one column of duties applicable to all coimtries with the 
exception of those with which trade or tariff conventions entitling them 
to lower rates have been signed. Australia, Chile, Ciechoslovakia, Finland, 
Nerv Zealand and Turkey use this t)’pe. Another form of the multi- 
column tariff is the mirilmufn-nwxi'mam rale t>'pe, a two-column sched- 
ule with the minimum rates appl)*ing to countries which have signed 
trade treaties or agreements entilliDg them to most-favored-nation treat- 
ment. Other countries must pay the rates in the maximum column. 
Brazil, France, Greece, and Poland are the principal countries Tvhich 
employ this type. 

Preference or preferential tariffs are two or more column duty 
schedules with a set of preference rates appljing to certain countries 
and different rates appl>iog to others The British Imperial Preference 
Tariff, with one column of rates paid by members of the British Com- 
■mDn%^ ea]th and anofter, and hi^er, paid by other countries is an ex- 
ample of this t>'pe. Customs unions, free trade areas and common mar- 


®The United States Tariff Commissjon computes the ad ^•alorein eqmv'alenls of 
both specific and combined rates i^bicb may be obtained from the Coimnission on 
request. 

^ The ad «!orem equi«lenls computed according to these fonnulas app!> only 
to the period co\'eted by the data and may ^aoge o\‘er fame as the prices of the 
imported goods vaiy. If a tariff is prohibitneand prexents the import of some items, 
a theoretical ad \’alorem equivalent can be computed bj estimating the prices and 
measures of the proposed import and rxj^nsnig the total duty applicable in terms 
of a percentage of its vaJue. 
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kets provide one schedule of tariff duties for members of the organiza- 
tion and another for those countries outside of the organization. This 
type is employed by the Benelux Customs Union, the European Eco- 
nomic Community or Common Market and the European Free Trade 
Association. 


Other tariff characteristics. A drawback is a customs duty which is 
refunded to the importer when imported tariff-taxed commodities are 
re-exported either in their original form, after they have been processed 
or incorporated in some manufactured product. Where domestic manu- 
facturers must pay a higher price for their raw material than foreign 
competitors because of domestic price-support programs, compensa- 
tory duties may be applied to the imports of certain competitive manu- 
factured goods to equalize the respecb've costs of production. Where a 
nation desires to encourage the export of certain goods, or where do- 
mestic costs of production are higher than those which prevail abroad 
because of price-support programs, subsidies are often paid exporters 
to encourage their sales abroad by rendering their exports more com- 
petitive on foreign markets. 

Countervailing duties may be imposed on certain imports when 
they have been subsidized by foreign governments. Thus when the 
Secretary of the United Slates Treasury found that Spain was main- 
taining a multiple exchange rate system and was applying undervalu**^ 
rates of exchange to the export of filberts (hazel-nuts) he applied 
countervailing duties, in addition to the normal rale of duty, to coun- 
teract the subsidy effect of the undervalued rate Anti-dumping duties 
are applied to imports when it is found that they are being dumped on 
domestic markets at prices either below their cost of production or sub- 
stantially lower than their domestic levels Countervailing and anti- 
dumping duties are in the nature of an addition to the regular rates 


and are a form of penalty duty 

Customs tariff duties of the United Stales are applied to tapo* 
when they enter a geographic area defined as the Cjistoms Terr^tory^ 
the United States. Generally speaking, the customs territory inclu M 
the area covered by the United States and its possessions including t * 
marginal waters to the three-mile limit on the seaboard and ® 
boundary lines on the north and south Since Puerto Bico is 
lying within the United States customs territory, imports into this is " 
pay its customs duties but imports into other parts of the customs e 
tory from Puerto Rico pay no duties, an arrangement which has imp® 
tant advantages for the agriculture and industry of that island. 

Imports which enter the customs territory of the 
which are stored in bonded warehouses are not subject to duties 
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they are %vithdraivn. This arrangemail enables importers to bring in 
merchandise without immediately paying the duty on it and to obtain 
the advantages of quantity buying- In addition, importers can main- 
tain stocks of imported goods in bonded warehouses for rapid delivery 
to customers without paying the duty until the goods have been with- 
drawn. Commodities imported into the United States in transit to a 
foreign country are e.’cempt from our customs tariff duties. 

Free ports and Foreign Trade Zones. During the Middle Ages, free 
ports, some of which still exist, were established in various countries of 
Europe for the convenience of foreign traders. Goods could enter these 
ports without pa>*ing any duty; it was only paid when the goods were 
shipped into the customs teTTitoi>* of the country in which the port was 
located. Foreign traders use the free ports as entrepot centers to store 
and assemble merchandise before shipping it elsewhere, Goods in these 
free ports can be placed on display, cleaned, mixed and used in the 
manufacture of other products. 

The free port idea was not accepted by the United States until 
1934 when the Foreign Trade Zones Board was created by an Act of 
Congress. This Board administers Foreign Trade Zones which resemble 
in some respects the free ports of Europe. These Zones are operated as 
public utilities and are held to he outside the customs territory of the 
United States. Goods can be imported into them irithout paying any 
duty, but tariffs must be liquidated when the goods are brought into the 
territory from these Zones. The principal Zone is located in New York, 
and others are situated in other ports. MTiile in these Zones, importers 
may exhibit, clean, package, repackage, process goods from abroad and 
incorporate them into manufactured products. Many of the goods 
brought luto them do not enter the United States but are re-exported 
to other destinations. 

Protectionism Versos Free Trade 

Protectionism refers to the use of the tariff and other., import- 
reducing devices to protect domestic industry-, agriculture and labor 
against foreign competitton, and free trade means that no, or but few, 
legal barriers are erected against the entry of foreign goods on the do- 
mestic market. The terms are relati\-e, few countries have used com- 
plete protecHonism whereby the entry' of all foreign goods is restrained, 
and few hai-e had complete free trade with no legal barriers whatever 
against the importation of foreign goods Until 1934, with the passage of 
the Hull Reciprocal Trade Agreements Act, discussed in chapter 22, 
the history of the United States had been on the whole one of increas- 
ing protectionism. 
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Historical sketch of the VrHted States tariff. Protectionism in tbe 
United States received its initia! impetus in 1791 \shen Alexander Ham- 
ilton submitted to the House of Representatives his Report on Manu- 
factures. Hamilton believed that as long as die United States confined 
its protection to agricultural products and raw materials, its prosperitj’ 
^^ould depend upon the uncertainties of foreign commerce. Therefore, 
he advocated the encouragement, through light tariS protection, of 
domestic manufactures 

Between 17S9 and 1S12, the United States passed thirteen tanS 
laws mainly for revenue and increased some of the tariff rates during 
this period. After the conclusion of the War of 1812, the growing de- 
mand for protection against foreign competition led to the Tariff Act 
of 1S16, which included increased rates on several articles. Some of 
these were again raised in the TanS Act of 1824 as well as in the so- 
called Tariff of Abominations of 1828. 

The Tariff Act of 1832 lowered the rates on some imports. It was 
followed by the Compromise Tanff of 1833, which planned a reduction 
of the rates over a nine-jear period to bnng the maximum on «)' 
article down to 20 per cen^ In 1846, the Waller Tariff agam lowered 
the rates and the Tanff Act of 1857 reduced them still further. 

With the Civil It'ar, which required higher revenues, the federal 
government initiated a senes of legislative acts which steadily in- 
creased duties. The most important tariffs of the Civil li’ar period were 
those of 1S61, 1882 and 1864, all of which raised the rates. At the close 
of the W’ar, a strong demand for continued protection resulted, in 1S67. 
in an increased tanff on woolen goods, and the Act of 1870 added pro- 
tection to other items After the panic of 1873, when tariff reduction 
became a leading issue in the pobtical campaigns of both IS76 and 
18S0, the Act of 18S3 lowered duties slightly. However, tbe McKinley 
Tanff of 1890 again raised the rates. 

In 1893 the Wilson Tanff reduced the tariff somewhat, but in 189® 
the Dinglej’ Tariff again instituted increases in duties including thtwe 
on wool and on some textiles. The Dingley Act was followed 
Pav-ne-Aldrich Tanff of 1909, which lowered some rates and esfablis 
ed minimum and maximum duties, to be established by the Pr^i ^ 
This Act also provided for the use of countervailing duties on fcreign 
articles produced with tlie aid of foreign government subsidies. 

The Undenvood Tanff of 1913 reduced duties. suhsHtuted ad val- 
orem for specific rates on many commodities, made some additions 
the free hst, and ta.xed luxuries at higher rates than neces^ies. 
Emergency Tanff was passed in 1921 providing for 
tion, especially for agricultural commodities, and in 1922 the o 
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McGumber Tariff Act raised the duties to higher levels than those 
which had prevailed for many years in the past. 

In 1930 this Act was superseded by the Hawley-Smoot Tariff, call- 
ed the most restrictive in American history. Some of the increases in rates 
were planned to be prohibitive. The number of dutiable items was- 
raised from 2840 in the Act of 1922 to 3321. Furthermore, the decline 
in prices after 1929 helped make the specific duties of this Act more 
protective than they otherwise would have been. 

The United States Tariff Commission. In 1916 the United States 
Tariff Commission was created as an independent, fact-finding body 
authonzed to study, make reports and recommendations on the tariff in 
the belief that it svould help to make it less a political issue than it 
had sometimes been in the past. The Tariff Commission consists of a 
body of six members— three Democrats and three Republicans — 
appointed for terms of six years by the President with the approval of 
the Senate. The Commission, which employs a staff, is permitted to 
examine the files of any business concern, to order witnesses to testify, 
and to bring documentary evidence with them. 

One of the important duties of the Tariff Commission steins from 
the flexible provisions of the Tariff Acts of 1922 and 1930 which gave 
the President power to raise or lower duties by a maximum of 50 
per cent whenever the Commission found that they did not equalize 
foreign and domestic costs of production. The Commission was author- 
ized to make studies of production costs at home and abroad, to make 
recommendations to the President concerning appropriate rates of duty, 
and to conduct cost-of-production studies in vanous parts of the world. 
Since the inauguration of the Reciprocal Trade Agreements Program 
in 1934, the work of the Tariff Commission has been enlarged. It is 
responsible for the determination of the peril points under this pro- 
gram, for bolding hearings, and for making investigations and recom- 
mendations under the escape clause provision of these Agreements. In 
addition, the Commission does much of the spade work involved in 
the preparations lor Trade Agreement negotiations, participates in 
them, and follows closely their execution. It is the principal source of 
information on all tariff matters, both domestic and foreign, and pub- 
lishes a large amount of source matenal on the subject. 

The protectionist-free trade debate. During the nineteendi century 
the ta iff was a leading issue in national political campaigns. In general, 
the Republicans leaned toward protectionism while the Democrats 
tended to favor frger trade. Free trade vs. protectionism was a favorite 
topic for pobtical and school debates, and one might think that by now 
the subject has been adequately covered. IIowcN'er, the tariff issue is 
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still ac important one even though it no longer occupies the center of 
the poUb’cal stage. 

Keeping the money at home is one of the older of the protectionist 
arguments and Is not often heard today. Under foreign trade, the argu- 
ment runs, some money «ill lea\e 4e countr>’ and fall into the hands 
of foreigners «'ho become w’ealthier, and \%e consequently poorer. 
Partisans of freer trade point out that this argument embodies the old 
Mercantilist fallacy’ of regarding monej, instead of goods, as uealth. 

Increasing the nuniher of jobs is also an outmoded argument. On 
the surface, it appears plausible, for the purchase of more American goods 
should mean more uork for Americans. Opponents of profecborusm 
reply by pomting out that if the United States reduces its imports, 
foreigners unll earn fewer dollars and buy fewer American exporb. 
Smce a loss of exports also entails a loss of jobs, a decline m imports 
could mean, on balance, no increase m jobs for Americans. 

The idea has also been advanced that the United States needs a 
tanJS to equalize the costs of production between foreign and Amencan 
industrv The Tarifi Commission, under direction from Congress, has 
made studies of comparable foreign and American costs of production 
Since costs varv greatlv among foreign producers even in the same 
countrv’, some economists contend it is impossible to determine 
what costs need to be equabzed Moreover, thev maintain, trade takes 
place m part because of cost and pnce differentials, if all costs were 
equalized, there might be considerablj less foreign trade. 

The well-known infant industry argument, which stresses the need 
of a tariff to promote industrialization is regarded b> many as the strong* 
est point favoring protectionism The philosophical support for this 
doctrine came from the pen of Fnedench List * Free traders point out 
that while this argument might apply to some underdeveloped areas, 
the United States ss the industnal giant of the world and has relativel) 
few infant industries The principal difficult! with this argument, some 
foreign trade anal)sts indicate, is that once an industi}’ obtains pro* 
tection. it grows up behind the tariff wall and cannot afford to see 
the tariff lowered, it gets a vested interest in protection and cannot 
live wntbtnrt it 

The statement that .American labor must be protected from cheap 
foreign labor is still often heard Wages are higher in the United 
than in anv foreign nation, and often the difference between 
Stales wage rates and those of other countries is large. Because t e 
fringe and social security beneffts paid foreign labor are often hig 

* LjrtI Fnfdench The Netumal Syftem of Foluical Eeonomt/ Nfw YorV. LonS* 

mans. Green and Co 1904 
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than in the United States, the comparison of wage rates alone does not 
tell the whole story. However, economic theorists declare, it is neither 
the wage rate nor the fringe benefits which determine the cost of the 
product, hiany American industries paying wages several times as hi^ 
as those which prevail abroad have lower unit costs of production. If 
some industries in the United States are unable to pay the going rate 
of ^vages and continue to compete widi foreign industry, it is because 
wages have been bid up by other and more efficient American indus- 
tries. The opponents of American protectionism contend that, if any 
particular industry cannot pay ftese going ivages, there is little reason 
why die American people* should continue to support it. 

An old argument, self-sufficte*Ky, is now termed national security. 
This argument maintains that this nation should become self-sufficient, 
because in time of war it might be shut off from somces of supply by 
a blockade, or productive capadty in certain industries might have been 
permitted to decline to a point Inconsistent with national safety. In 
reply', raay he argued that many industries find it necessary to import 
dieir raw materials and could never become entirely self-sufficient with 
or Midiout a tariff This same argument contends that if a complete 
blockade could be maintained against any counbv. that country would 
probably lose a protracted confilct and the ootico that any nation can 
become completely self-sufficient and cease to rely upon foreign sources 
of supply does not correspond to the facts of modem industry and 
inteniatioual trade. 

The case for freer trade rests upon the principle of comparative 
costs, discussed in chapter 15. Under this principle, the most efficient 
use of a nation's resources is obtained when they ate employed in those 
activities for which it has the greatest comparative advantage In any 
other use, fewer products and lower national incomes prevail. 

The Uarisition from profecftonism to freer trade. Since 1934 the 
United States has been following the road of freer trade. Under the 
Reciprocal Trade Agreements Program, described m chapter 22, pro- 
tectionism has been slowly abandoned and the tariff has been lowered 
on over 3,000 separate items If present tendencies continue, additional 
tariff reductions isiU doubtless be fortiicoming in the years ahead 
Other compefstion-reducing~ foreign economic policies The cus- 
toms tariff is not the only obstacle which the United States importer 
and the foreign exporter to this country encounter. Much legislation 
has been passed under the pohce powers of the federal government 
to protect the health, morals and welfare of the Americaij people 
These acts are not primanly directed against imports and they appb 
to goods of domestic as well as foreign ongin This legislation has not 
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always been well understood or followed by foreign producers and ex- 
porters. Consequently, the offending shipments of goods have necessar- 
ily been returned to their country of origin, quarantined, seized or 
destroyed. These regulations have from time to time occasioned dissat- 
isfaction abroad and have sometimes been misinterpreted as another 
facet of American protectionism. 

Other measures which serve to restrict foreign trade are discussed 
in the ne.vt chapter. These are quantitative, export, exchange and other 
controls, which are often employed for balance of payments reasons 
but may also have protective effects The nature and uses of cartels 
and bilateralism, which also serve to restrict trade, are examined 


QUESTIONS AND PROBLEMS 

1 Wnte a note on the ongin of customs tanffs 

2 Descnbe or define t-ariff for revenue, for protection, oounfenaJu^ 
duties, anti-dumping duties, smglewolumn tariff, multi-column tan®, 
specific duties, ad valorem duties, Foreipv Trade Zones, Customs Temloiy 
of the United States 

3 Define or describe combined tanff rates, compensatory duties, prefertnee 
tariffs, drawbacks, bonded warehouse, evaluation of goods for tariff 
poses, classification of goods for tariff purposes, minimum-maximum ratrt 

4 What inferences do you draw from the history of the United States tanff' 

5 Sketch some of ihe problems associated with ad valorm tanff rates 

6 Explain some of the problems associated with specific duty rates 

7 Hoiv would you compute the ad valorem equivalents of specific and coffi' 
bmed tanff rates’ 

8 Discuss the principal arguments in favor of tanff protection 

9 Discuss the principal arguments m favor of freer trade 

10 Explain the reasons for the generally increasing trend of tanffs m th* 
United States between 1789 and 1930 
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Restrictive Foreign Economic Policies: 
Other Controls, State Trading, 
Bilateralism and Cartels 


the immediate post-war period, quantitative lestrictions were 
so widespread that /or some time customs tariffs were of secondary 
importance. The extensive use of such restrictiODS by practically all 
countries was self-defeating. Every country’s imports are another coun- 
tr/s exports; import restrictions only served to aggravate the contrac- 
tion of trade and spread it over all countries. The innumerable bilateral 
agreements regulating interoahonaj trade were similar to primitive 
forms of barter. Since bilateral trade must balance within narrow limits 
and over rather short periods, the result was a se\’ere limitation of trade 
and a serious threat to the rational diMsion of labour beKveen countries.” 

This succinct statement of the results of trade controls appears 
in the Tenth Annual Report of the Organization for European Economic 
Cooperation, A Decade of Co-operolion, (1958). Although these con- 
trols may have been dictated by necessity, their restrictive character 
Avas well Icnown and they tended, in some respects, to replace the tariff 
as trade protection desices. TTie principal tjpes of these barriers are 
quantitative controls, trade and exchange licensing, state trading, bilat- 
AsaiyOT, .TOsmspwiiaf. 

Quantitative Controls 

Quantitative controls generally involve the establishment of quotas 
to limit Ae amount of goods imported or exported by a nation. They 
were not widely employed before the I9^s. The tariff was the pre- 
ferred method of restricting trade, but by Ae thirties, some of Ae weak- 
nesses of Ae tariff as a protective desuce were recognized. Depression- 
ridden economies and Ae growA of nationalism prompted some nations 
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to seek more effective controls ovct foreign trade. Quantitative controls 
consist of export quotas whicii limit the amount of merchandise which 
may be exported and import quotas which limit the amount which may be 
imported. Of the two, import quotas are the most frequently employed. 

Export quotas. These controls are used to protect a nations supply 
of commodities which are produced in insufficient quantities for domes- 
tic purposes, or for sh<^ supply reasons; to divert goods away from 
soft to hard currency areas and thereby permit greater exchange earn- 
ings of the latter type; for strategic or political reasons. Diuing and 
after World War II several countries used export quotas at the instance 
of the International Emergency Food Council to protect commodities 
in short supply and to insure their export to those areas where they 
would prove most useful. India utilized such quotas to direct the export 
of raw hides and sheepskins to countries which could pay in hard cur- 
rencies. The United States used this means both during and after the 
second World War to protect goods in short supply; to insure that they 
would be sent where the need Nvas the greatest; and to reduce the risk 
of their falling into the hands of the enemy. 

Export quotas are determined either globally or nationally for 
each importing country and they can be established in a variety of 
ways. One widely employed method is to establish a nation’s quota as 
a certain percentage of its imports from the controlling country during 
some historical base penod. Quotas are also established as the result 
of political considerations or by negotiation and agreement. 

The administration of these s>'$teins generally requires some form 
of export licensing, unless the goods are exported by the government, 
to insure that each importing country gels its allocation and that eaA 
exporter gets his share of- the limit^ export possibilities. The export 
quota may be allocated among the so’erai exporters on several bases; 
usually the quota is assigned on a percentage basis. Each exporters per- 
centage is based on his sales, or exports during some preceding base 
period. Usually a small quota is set aside to provide for newcomers in 
the field who would have no quota if it svere computed entircl)' on the 
basis of historical records. 

Import and import tari^ quotas There are two types of import 
quotas: the import tariff quota and the import quota. Under the import 
tariff quota, the imports of a given commodity, up to the amount o 
the quota, pay one rate of duty, usually that prescribed in 
schedules. Imports in excess of ibis quota pay an additional " 

rate of duty. The import quota, on the other hand, places a denm « 
ceiling on the amount of goods sshicb may be imported dunng ^ 
specific period. Under the import quota, the duly on all imports is 
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same; a limit is placed on the volume of the commodity which may be 
brought in during the quota period. 

The United States has used the import tariff quota system in con- 
junction widi its several Agricultural Adjustment Acts. Since these Acts 
are designed to limit production, to raise farm prices and income, the 
amounts of the commodities imported should be limited; othervvise the 
administration of the law would become diflScult and expensive. Al- 
though import tariff quotas may be an essential ingredient of the United 
States Agricultural Adjustment Programs, their use has provoked resent- 
ment abroad, has hampered this country in its efforts to obtain relaxa- 
tion of the trade barriers raised by other countries as well as in its 
advocacy of relatively free, multilateral trade. The United States has 
placed import tariff quotas on whole milk and cream, certain types of 
cheese, butter, shelled walnuts, potatoes, cattle, and fish fillets, among 
others. 

Import quotas were prebabJy first used by France in 1931, as a 
counter-depression measure. By 1934, that country had established 
quotas for some 3,000 imported items. The intent of these French quotas 
was at first for protection, but they were retained to conserve short 
foreign excharige reserves. Import quotas are a more restrictive mea- 
sure than the tariff, because they regulate with some precision the ex- 
tent of the competition to which domestic industry js subjected. They 
allow a nation to select sources of supply and are useful as trade bar- 
gaining weapons. Import quotas were widely employed by European 
nations during the post-war years, primarily for balance of payments 
purposes. 

Like import tariff quotas, they have been used by the United States 
in conjunction with the several Agricultural Adjustment Acts Under 
the Act of 1948, the President was granted the authority, upon the 
recommendation of the Tariff Commission, to impose quantitative 
limitations upon specified imports if they interfered with or rendered 
ineffective, the agricultural pnc-e-support program. The United States 
has imposed import quotas on such items as wheat, wheat flour, cotton 
and sugar. 

During the depression of the thirties, import quotas were employed 
principally as protective devices against trade in agncultural products. 
In the post-W'orld W^ar 11 period, balance of pa>Tnents and exchange 
reserves considerations prompted their adoption. Although foreign ex- 
change shortages may have constituted a N’alid motive for their use, 
foreign trade was nonetheless restricted. Accordingly, many nations, 
especially the United Stales, look steps after the second World War 
to eliminate or reduce these import quotas. 
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The Organization for European Economic Cooperation (OEEC) 
and the European Paj-ments Union (EPU) also opposed them. The 
EPU Agreements, in addition to arranging for currency settleroeEts 
and clearing, also en\isaged the reduc^on of barriers to trade. An earh 
OEEC Agreement pro\ided for the gradual reduction of trade banien 
and each member was required to abolish quantita& e restrictioiis ca 
60 per cent of its prirate imports from other members. This percentage 
was later increased and by 1961, quantitative restrictions remained ca 
relatively few commodities The European Economic Communitj’, or 
Common Marhet, also plans the elimination of these restrictions, and 
they no longer appear to be a senous threat to world trade. 

Trade and Exchange Controls 

The distinctions between quantitative restrictions and controb o>'C 
trade are technical Both serve similar purposes, the differences among 
them are those of method. 

Import controls In the administration of quantitath'e restrictions 
on imports, some form of hcensmg, as indicat^ in a presious p^* 
graph, IS employed both for import tariff and import quotas. 
another form of import licensing, import eonirols, the oseneas 
chases of a country- are usually ^xided info groups’ one group consists 
of articles which may be brought in freely, the other includes thoss 
which a government desires to control 

\Mseie products are contioUed. a peniut or license must be ob- 
tained for each importation. This sj-stem allows a go\-emment to regn* 
late the total amount of the goods brought in, to select their source, to 
determine the firms which are allowed to import, and the speoficabons 
and quahties of each item imported. The}’ can be employed for 
as well as economic goals m fasoung some countries and exporters 
discnminalmg against others. 

A number of administrative problems arise in connection with thdr 
use UiJess the s)’Stem is to be arbitrary’, some basis for the 
of the total amount programmed for import must be determined. • ” 
the historical method is utilized, with quotas assigned each 
country and each importer based upon the transactions during 
past period. A certain amount is usually set aside and assigned to n ^ 
comers in the field who otherwise, since they base no base, mg 
unable to import the goods at alL Their administration is thus sirm at 
those of quantitative controls 

Import controls ha\-e been emplojed in the past on man> 
sions They were widely used b> belligerents in IVorld I'ar ° 
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serve scarce foreign exchange for the w'ar effort and to select sources of 
supply and control the distribution of certain goods. For instance, if 
the United Kingdom needed a commodity available in both Spain and 
Portugal, but was shorter of Spanish pesetas than of Portuguese escu- 
dos, import Dcenses might be issued for the unportation of the product 
from Portugal rather than from Spain. In conjunction with the use of 
the priority sj’slems which regulated the distribub'on of strategic and 
scarce raw materials, import licenses ivere granted to those firms which 
had high raw material priorities and refused to those with lower ratings. 
It is, of course, ineffective to ration the domestic production of materials 
without, at the same time, controlling their unportabon. Shortages of 
imported goods continued to plague many nations after the war, and 
consequently some of these controls were retained after the cessation of 
hostilities. 

Export controls. During the second World War, export controls 
formed an essential feature of programs of economic warfare where 
they were employed as an integral part of the blockade. They were also 
used in conjunction with Allied programs for the treatment of neutrals 
as means of allocating them a share of the products in short supply. 

Even bfefore tlie United Slates entered the war, it participated in 
the blockade by installmg a s>'stero' of controls o^ er exports. On July 2, 
IWO, the Office of the Administrator of Export Control was established 
and charged >vith the function of detennismg what exports should be 
made and their permissable destinations These controls enabled the 
United Slates to lessen the drain on scarce items to prevent American 
goods from reaching the Axis, to reserve for domestic use those products 
essential for national defense, and (o prow'de an orderly method for 
neutrals to obtain materials essential to then economies. 

Under United States export controls, exportable goods were divid- 
ed into two groups; diose goods whidi could be exported freely and 
those whidi were controlled, i.e. placed on the Positive List and requir- 
ing an export license before being shipped abroad. By 1944 some 3,(XX) 
items were on the Positive List, on VJ Day approximately 800 remained 
on it; at the end of 1947 about 330 articles w’ere still under export license. 
Since then die Positive List has been changed from time to time as 
circumstances have required and at the end of 1960 it contained 945 
separate entries. 

During the second World War, export controls were reinforced by 
a blacklisting procedure. Importers and consignees abroad, suspected 
of trans-shipping controlled items to unauthorized destinations or of 
trading with the enemy, were placed upon a schedule called *The Pro- 
claimed List of Certain Blocked Nationals" (blacklist) and exports to 
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these persons and firms were prohihited. This procedure rendered ex- 
port control more effective, but in spite of all precautions some goods 
managed to leak through to unaudiori 2 ed destinatiotis. 

Items on the Positive List were controlled by a licensing procedure. 
Licenses were issued to exporters to the Allies for sudi items and quan- 
tities as these nations could justify and u-hieh could be spared from 
United States requirements. Most of the Allies had some form of 
export control. These procedures piw^i to be an effective blodade 
measure and a means of assuring that limited war-time supplies were 
utilized most effectik'ely. 

The export licensing procedure was also used to supply friendlj’. 
non-belligerent neutrals with commodities essential to the maintenance 
of order and stability and to assure their continued neutrality. These 
countries furnished the United States with lists of requirements which 
were screened and an approved schedule was drawn up. Only gocds 
on this schedule were licensed for shipment to these neutrals, and their 
nunimum essential needs w-ere met. 

Export controb after the war. At the close of hostilities many gooth 
remained in short supply, and export hcecsing procedures were con- 
tinued. At that time, supply considerations go\eroed the issuance of 
export licenses. In sie^v of the post-war inflation, an attempt was made 
to utilize export controb as a counter-mfiatiOD measure. If the L'censing 
offidab thought that the prices of goods destined for export were too 
high, export licenses were refused. This applicabon cf export controb 
did not prove successful and was abandoned Of course, the hcensing 
of goods in short supply always has a built-in counter-inflatioiiaiy effect 
by reducing demand. 

UTien supply shortages were resolved in the 19S0s, export controb 
were continued for strategic reasons in the cold war against the Com- 
munist Bloc nations. RecogniziDg that it \«)uld be foolish to supply 
these powers with the sinews of war, many items which were useful W 
the war potential of the U.S S B and some of its satellites were placed 
on the Poslti^■e List, subject to export licensing No trade of any hind b 
allow ed with Commumsl China or in an> goods suspected of being c 
Chinese ongin. The United States has obtained the cooperation of some 
rations of the free world in enforang its export controb and in pre- 
venting the trans-shipment of export-licensed products to Communist 
destinations. , 

In time of war, these controb, as a part of the blocUde and »s 
means of conserving and controlling the interoatiooal distribution o 
goods in short supplv, have a useful role Their use as a means ° 
nomic warfare in lime of cold war is doubtful according to some students. 
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They reason tfiat a refusal to export a strategic item to Russia does not 
necessarily deprive that country of Ae product. All that the U.S.S.R. needs 
is a blueprint or a prototj’pe of a product and it soon will be able to 
produce it. Export controls only bring the U.S.S.R. to divert some of 
its xesouices from industries for which it has a comparative advantage 
to those for which it is at a comparative disadvantage. Although this 
may prove more or less costly to the Soviet Union, these students point 
out, in a country so richly endowed with resources it is not a very effec* 
tive cold war measure. 

These students argue that it would be better for the United States 
to supply Russia wiQi the products which it desires and thus to prevent 
it from attaining a higher degree of self-sufficiency and maldng it as 
dependent as possible upon outside sources of essential and strate^c 
goods. Then, if the cold wax turns hot. the United States can apply 
export controls together Nvith other elements of the blockade with tell- 
ing effect. Forced to produce some of the materiel of war which it 
fonnerly imported, a sharp blow could thus be dealt Communist war- 
making potential. 

Embargoes. Embargoes involve the prohibition of certain or all 
exports to specified destinalions and of all, or certain, imports from 
designated sources. It is customar)’ to refer to these controls over ex- 
ports as embargoes and, when applied to imports, to term them import 
prohibitions. Embargoes are an old form of trade barrier which have 
been used in the past by various nations. They are employed principally 
for three purposes: as means of retaliation against the acts of a foreign 
nation in the hope of bringing that nation to terms, as weapons in both 
hot and cold wars; and as means of reseiving goods for the embargoing 
nation's economy. In time of war, of course, all trade with the enemy 
is embaigoed- 

The United States has applied embargoes from time to time on 
specific groups of both imports and exports for various reasons. The 
importation of cattle, sheep, sivine. fresh or frozen meats from countries 
where the foot-and-mouth disease or rinderpest prevaik is prohibited. 
Imported goods made by com-ict labor ate l3ke%\'ise embargoed. Obscene 
or traitorous publications, lottery' tickets, goods protected by trade- 
marks, unless sanctioned by the owner, may not be imported. The De- 
fense Production Act of 1950 embargoed the import of certain agricul- 
tvual commodities which tni^l impair domestic production, interfere 
v.ith the storing or the marketing of domestic commodities or unduly 
burden the government price-support program The export of tobacco 
seeds and plants from the United States is only permitted with the 
'\’ritten permission of the Secretary of Agriculture and upon the pre- 
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sentation of proof that they are to be used for experimental purposes 
only. 

Certain Central American countries have embargoed the export 
of mahogany and mahogany logs to preserve dwindling supplies of 
this wood and to aid in programs of mahogany reforestation. Mexico 
embargoed the export of live lobsters and clams and only allowed the 
shipment of cooked lobsters and shucked clams in an effort to protect 
her packing industry. The export of raw alligator skins was forbidden 
by Peru as was that of natural gas from Alberta, Canada to preserve 
domestic supplies. 

Exchange controls. Where countries stiffer from shortages of for- 
eign exchange, import controls of various types afford but partial relief. 
They may reduce the total volume of the imports of goods and services, 
restrict imports to goods which are considered essential, channel for- 
eign purchases into soft currency sources and thus serve to conserve 
stocks of hard currency exchange. They do not, however, prevent loss 
of exchange due to the outSow of capital, In addition, where fixed for- 
eign exchange rates are maintained, especially if they are overvalued, 
pegging operations involving government purchases of its o^vn exchange 
to support the rate may prove expensive. Exchange controls provide a 
solution to these problems and reinforce import controls as well. 

Under the free exchange systems, trading in foreign exchange is 
subject only to negotiable instruments laws, legislation relating to bank* 
mg and finance and financial custom. Within this hamewoTk, trading 
is free of restraint and the resulting rale of exchange is one of the few 
remaining prices established under conditions of relatively free com- 


petition. 

Exchange controls substitute government monopoly and monop- 
sony of exchange for the compebtive market. Modem exchange con- 
trols date pnncipally from the Ihirb'es when they were used as counter- 
depression measures to protect thin foreign exchange reserves. Under 
most systems, the government central bank is given a monopoly of the 
sale of foreign exchange and a monopsony of its purchase. All those 
who receive foreign exchange are obliged to sell it to the govemmen 
eentra’i banK either iireCtiy or througjh piiva'te ban’RS tn a 

as agents for this purpose. These sales of foreign exchange to the cen 
tral bank are made at officially fixed prices, generaUy slightly below e 
established par of exchange, and are reimbursed in local currMty. 

All foreign baders who need foreign exchange to pay for ^ 
ports or their investments abroad are required to purchase it from 
government central bank or its agents These purchases 
against payment in local currency at a price slightly above the o 
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Fund introduced non-resident currency convertibility. By 1961 a large 
number of members had signified their intention of no longer rel)ing 
upon the transitional period controls provided for in Article XIV and 
have accepted the obfigations of Article VIII (avoidance of exchange 
restrictions and currency convertibility) of the Fund Articles of Agre^ 
ment. Although exchange controls have not been entirely eliminated, 
they are on the decline and no longer play the restrictive, protective and 
discriminatory roles which they did in the thirties and the immediate 
post-war years. 

State Trading 

The U.S.S.R. Rebance upon private rather than state enterprise is 
one of the many differences which separates the free capitalist world 
from the Communist nations. Those nations under communism, social- 
ism, or stale capitalism, place some of their foreign trade in the hands 
of state-owned or controlled enterprises. The capitabst countries ol die 
free world rely largely, but not always exclusively, upon free enterprise 
for their foreign trade. 

The Russian state foreign trade monopoly, established on April ^ 
1918, gave the government virtually complete control of foreign trade. 
In 1918, Russian foreign trade was at a low ebb, consequently this 
monopoly ^vas in the nature of a token gesture. Under the New Ec^ 
noinic Plan (NEP) of the twenties, slate monopoh’es were curtailed >d 
favor of private enterprise, but in 1928 the NEP came to a close and a 
planned economy under state monopoly took its place. 

Foreign trade is now under the domination of the Soviet Ministiy 
of Foreign Trade and is administered by trading corporations, wW 
deal >viih specific products. In some foreign countries these U.SS 
monopobes are represented by a single trading agency such as Amtorg, 
located in New York. Some binational trading companies, howev«, 
have been estabbshed which combine the trading activities of * 
U.S S R xvith those of one of its trading partners and are jointly con 
trolled by both governments, in theory if not in practice. 

Although the results attained by the Soviet foreign trade com 
may not be impressive by Western standards, considerable progr«s 
been made since the time of the Czars. In addition, the,, have ac 
another Soviet objective. Formerly, much of the trade of Soviet sate 
and other Communist countries was directed toward the 
the bulk of it takes place with the U.S S.R. Through foreign « ^ 
Russia has been able to integrate its economy with that of its sa e i 
and the Chinese Communist Bloc thus permitting each member o 
large trading area to specialize in the production of specific group 
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ials in various countries in an effort to prevent them from falling into 
Axis hands. In conjunction with its raw materials control programs dur- 
ing that War, the United States gos’cmment acted as a monopsony in 
the purchase of a variety of critical and strategic raw materials to in- 
sure the orderly rationing of supplies. 

International standards for state trading. The possible abuses in- 
herent in state trading have led some nations to take steps to protect 
themselves. Since the inception of the Hull Reciprocal Trade Ag^e^ 
ments Act of 1934, clauses have been inserted in.vanous Trade Agree- 
ments providing that, if foreign governments maintain import monopo- 
lies, they will follow “price, quality, marketability, and terms of sale, 
which would ordinarily be taken into account by a private commercial 
enterprise interested solely in purchasing such product on the most 
favorable terms." The Charter of the ill-fated International Trade Or- 
ganization (ITO) stipulated that foreign trade monopolies must obsene 
the usual commercial considerations in their international dealings and 
provided for negotiations beriveen state-trading and non-state-trading 
countries to guarantee equitable treatment on prices and quantities ex- 
changed. The General Agreement on Tariffs and Trade (GATT), 
Article XVII, provides checks on the discriminalory actions of state- 
trading monopolies and requires that they follow the rules of ordinary 
commercial practice in their transactions. 

Biloferalism 

In the United States, many, but not all, programs of wartime gov- 
ernment Intervention were quickly abandoned after the war. In Western 
Europe, where socialist philosophy had made greater progress, thne 
was a tendency for controls to remain. In Eastern Europe, under t e 
hegemony of the USSR , the trend was toward state ownership o 
industry. Bilateralism may be said to occupy a position somewhere 
tween state-trading and private enterprise. Although trade remains in 
private hands, government agreements control its direction and exten 
Bilateralism refers to a variety of trade and payments arrangemen 
made between two or more nations whndi direct exports and impn 
yo aiii iitmi Wit -particip^Ai m Vnt anangerrierA Kh.vx orultilatCT 

ally among a large number of countnes These agreements 
channels through which international trade must flow and whic c 
be reinforced by import and exchange controls. . 

During the I930’s both domestic and foreign trade decline 
stantially Since trade did not display a strong tendency to y 

itself through the operation of free economic forces, 8^®^. 
undertook to start it mosing upward again They negotiated i ^ 
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agreements designed to promote the exports of the stricken industries, 
Although not %videly employed duriag the second World War, they 
were revived during the difficult post-war years to help in solving the 
persistent problems of intematiopal pa\’menl. Bilateralism resembles 
barter in many respects. 

Clearing agreements. Under these arrangements, the participating 
governments establish lines of credit in favor of each other, each gov- 
ernment specifying the types of goods which it seeks to export and 
import. ^Vhen an importer in one country purchases goods from an ex- 
porter, he does not need foreign exchange but simply pays his govern- 
ment the local currency equivalent to the value of the imported goods. 
The exporter in the other country is not paid by the importer in foreign 
exchange; he is reimbursed in local currency by his government. At the 
end of the trading period, the two governments settle the balance w’hich 
remains either by the extension of credit, the shipment of -additional 
goods, foreign currencies or gold. These agreements strongly resemble 
bank clearing house operations. 

In some of these clearing agreements the goods to be exchanged 
are spelled out in same detail, in their simplest form an exporter in one 
country agrees to ship specified goods to an importer located in the 
other and to accept a certain amount of scheduled imports in return. 
These arrangements are sometimes called private cofnpensoHon agree- 
ments for the trade takes place between private traders of each country. 
The private compensation agreement requires the exporter also to act 
as importer, and the number of firms which can engage in these trans- 
actions is therefore limited 

Italy and Belgium concluded a trade and payments agreement at 
the end of World War II which provided for the exchange of a selected 
list of products. The transactiODS were to take place in Belgian francs 
and the Italian Foreign Exchange Office opened a credit of 100 million 
Belgian francs v%ilh the National Bank of Belgium. The agreement 
stipulated that any credits remaining after the conclusion of the speci- 
fied transactions were to be liquidated in gold or other foreign exchange 
at the rates of exchange established by the International Monetary Fund. 

Payments agreements The payments agreement cov’ers a vnde 
range of transactions and, unlike clearing or private compensation 
agreements, utilizes bills of exchange and other instruments to make 
pajmenl rather than a clearing mecbanism. They are often used for 
transactions in capital and include a wuder range of goods and services 
than clearing arrangements Each country' agrees to a specified rate of 
exchange and to make foreign exchange available for certain transac- 
tions which, in the absence of the agreement, would not have been 
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allocated. When a given couofij' finds that it is importing more than 
it is exporting, it may attempt to persuade the export surplus country 
to mate foreign exchange av-ailable for additional imports to bring 
the international accounts more closely into balance Unless the surplus 
nation is willing to agree to this, the deficit country can threaten to 
curtail its imports. 

These arrangements are also used where one country is in debt to 
another and proposes to liquidate the debt by increasing its exports to 
its creditor. In such cases, the debtor country agrees to ubhze a por- 
tion of the addibonal foreign exchange earnings for the reduction of 
its debt. The remainder, if any, « used to increase the debtor country’s 
imports from its creditor. 

An agreement made between Denmark and Finland at the end of 
World ^Var II provided for Danish imports of newsprint, timber and 
other materials from Finland having a value of ISO million Danish 
crowns, and for Finnish imports of Danish machinery’, textiles and 
other manufactures totalling 150 million Danish crowns. The difference 
of 30 million Danish crowns was to be applied to Finland’s debt to 
Denmark, which arose as a result of previous bansacbons. 

Barter agreements. Exchange-short nations frequently execute 
barter agreements vmth another country whereby one nation agrees to 
ship a given amount of a commodity to another in exchange for other 
specified goods Thus, in 1949 India agreed to export 40,000 metric tons 
of certain /ute manufactures to Argentina in exchange for 390,000 metric 
tons of wheat. Another barter agreement behveen Mexico and Japan, 
executed in 1950, provided that Mexico would export specified amounts 
of sugar against Japan's export of certain types of railroad equipment 
and rails 

Advantages and d'sadvantagcs of bdateTalism Bilateralism is a poor 
substitute for the more efficient systems of multilateral trade. It does 
not permit buyers and sellers to seek the l«st markets and sources of 
supply but ties trade to the parties to the agreement. It may turn the 
direction of trade away from those ebanneis which international spec- 
ialization and the theory of comparative advantage indicate as the 
most effective. Bilateralism interferes with economic freedom, works 
against the free market mechanism, and substitutes the judgment of 
government authonty for that of the market place. In addition, these 
arrangements present opportunities for sharp practices involv'ing prices, 
quahties and types of merchandise exchanged 

In spite of these disadvantages, bilateral agreements hav'e been 
widely employed and in certain cases may have increased the trade 
of the countries which used them As foreign exchange shortages de- 
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clined and as economies became stronger these agreements have tend- 
ed to disappear, and after the organization of the European Payments 
Union in 1950 they were not widely utilized by the governments of 
Europe. 

Cartels and Monopolies 

From a businessman’s point of vien. free competition may not 
always be desirable because under pure competition profits have a 
tendency to disappear. In addition, under free, atomized competition 
of small units there are a very large number of competing firms, and 
each one may be too small to take full advantage of the economies of 
scale. There are also strong forces in industries of the decreasing cost 
type which motivate a business enterprise to eliminate competitors, 
obtain a larger share of the market, produce at lower costs, sell at re- 
duced prices and still make a profit. The consumer, in such cases, may 
often be better served where large enterprises prevail 

R^onj for the growth of cartels Some of these reasons, among 
others, account for the formation of international monopolies or cartels. 
Assume that an American pharmaceutical company develops a new and 
effective antibiotic at considerable research expense, which is protect- 
ed by patents and trademarks. The company spends substantial sums 
of money in developing Umted States, I^tin American and Canadian 
markets for its new product. An Italian pharmaceutical house approach- 
es the American firm to obtain a license to manufacture this antibiotic. 
If the American firm decides to bcense the Italian house to make and 
sell the product, it would obviously not allow the Italian company to 
sell the product on the American continent where the United States 
firm had spent large sums in promoting it. A condition of the license 
to manufacture the product would undoubtedly be agreement on the 
part of the Italian firm not to sell it in these markets. Such a licensing 
arrangement constitutes a cartel in the international trade of this new 

The international cartel is an off-shoot of domestic monopoly dat- 
ing to Mercantibst days when surfi monopolistic enterprises were often 
created by government grant. In recent times, cartels developed on a 
large scale in Europe in the period between the first and second World 
M^ars, when keen competition and excess capacity pres’ailed in many 
hnes of business. Some United States firms participated in a few of 
them in spite of American anti-tnist legislation. American business 
suffered from the competition of those of which it was not a member 
and obtained the passage of the Webb-Pomerene Act in 1918, which 
permitted combinations and joint, non-competitive sales corporations 
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for international trade without violating anti-tnist statutes as far as 
international operations were concerned. 

Types of cartels. There is a wide variety of cartels. Some of them 
are price-fixing arrangements; odiers provide for the division of world 
markets; a number limit output by assigning quotas to each producer; 
others restrict or limit the operations of the participants to the manu- 
facture of specified products or components; some provide for the 
interchange or the pooling of patents, while a few combine these var- 
ious features. 

Cartels have been formed in a number of industries, especially in 
the chemical industry. One of the better known of these involved the 
Imperial Chemical Industries of England, the E. I. duPont de Nemours 
Company in the United States and the I. G, Farbenindustrie in Ger- 
many. This cartel divided the world into areas, assigning certain ones 
to specified participants, and during its life successfully controlled the 
manufacture, sale and price of a long list of chemical products. 

In another field, a cartel was formed between the German I&upp 
filrm and the American Genera! Electric Company for the purpose of 
pooling patents relating to the production of tungsten carbide. This 
cartel established prices, divided sales areas and provided for the dis- 
tribution of profits resulting from its pooled patents. 

The economics of carteb. The principal objections to cartels lie in 
their trade-reducing effects and price-firing activities. They may be 
used politically as an aid in attaining certam national objectives and 
to increase a nation’s war potential Most cartels are created in tlie 
interest of producers rather than consumers and constitute a further 
manifestation of foreign economic pohcy-maldng on the private business 
level. Partisans of cartels maintain that they tend to stabilize an indus 
try and eliminate some of the Avastes of competition. Where they per- 
mit decreasing cost types of industry to take advantage of the econo- 
mies of scale .and pass these economies on to the consumer, they are of 
advantage to the world economy. 

It is difficult to generalize concerning the economic effects of car- 
tels. Doctrinaire attitudes for or against them are of little help in the 
solution of the problems which they raise The net results of their opera- 
tions must be determined by theoretical or empirical analysis in each 
inHividual case. 

Solution of the cartel problem The attitude toward cartels which 
prevails in the United States is an extension of that toward domestic 
monopoly. Americans oppose monopoly, as its many anti-trust laws hear 
witness. In Europe, the attitude tosvard monopoly and cartels has often 
been one of disinterest, tolerance or even positive encouragement. This 



Ch 20] OTHER RESTRICTtVE FOREIGN ECONOMIC POllClES 357 

attitude, however, is changing. The European Coal and Steel Com- 
munity opposes them and the Common Market, in Article 85 of the 
Treaty of Borne, decries them. In addition some of the European coun- 
tries have adopted anti-trust legislation, and the attitude toward trusts 
abroad is approaching that held in the United States. 

The problem of monopob’es and cartels remains one of the unsettled 
issues of both domestic and foreign economic policy. In spite of strong 
opposition, monopolies continue m the United States and abroad. A 
new approach to the problem of international cartels is needed— an 
approach which will preserve the advantages which these organizations 
possess and at the same time eliminate possible abuses. 

Barriers to trade, including the tariff, are of less importance today 
than they were in the thirties and the immediate post-World War II 
days. They continue, nei’ertheless, to have important effects, and the 
economics of these bamers is examined in the following chapter. 


QUESTIONS AND PROBLEMS 

b W'hen is a nation lusufied in using export controls^ Why has the United 
States continued to use them^ Have they been effective’’ 

2. \Vhy are quota controls placed on imports^ What are the effects of these 
quotas’* 

3. Are both import and exchange controls ever needed? If exchange rates 
were allowed to float freely, would exchange controls stUl be required^ 
Why or why not^ 

4 If a nation is undergoing severe inflation, what types of international con- 
trols should It adopt, if sny^ 

5 Should the United States embargo all trade ivith the Soviet Union? \Vhy 
or why not? 

6. What are the advantages and disadvantages of exchange controls as com- 
pared -with a free market in exchange’’ 

T. Should the United States adopt state trading in its foreign trade with 
the Communist nations emplming this system” \Vhy or why not? 

8 Why w'culd a government using state tiadmg need to know the demand 
and supply price elasticities of its traded product” 

9 Should GATT agreements forbid state trading” Why or why not” 

10 Wnte a note on bilateralism, explaining its different forms and showing 
the various circumstances under which each type might be used 

11. Explam the conditions under which cartels serve a useful purpose Could 
cartels be eliminated by unilateral action on the part of the United States” 

12 Using assumed data, explain the price effects of a cartel which restricts 
the output of the participants. 

1^ \Vhy are trade barriers of less importance today than they were in the 
years immediately following the second World War? 

14. Would completely free international trade be a desirable goal? Justify 
your answer. 
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Al^ough the precise effects of the import tariff are difficult to 
detemine, as Sehgman mdicales, modem eronoiiiic theory through its 
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the determination of (he general character of the economic impact of 
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If flat, instead of percentage, mark-ups were used by the various 
parties, the duty would not have increased as much but, since the per- 
centage formula is widely employed, the illustration is typical of many 
import transactions The burden of on import tari§ on the consumer 
cannot be gauged by consulting the rates of duty alone. The mechania 
of the transaction and the practices of the trade must also be tahen 
info account 

Shifting and incidence: general concepts. The impact of a tax 
refers to the person or organization which pays the tax to the collector 
in the first place. In many cases the burden of the tax can be shifted 
from Its point of impact to some other person or institution on which 
its incidence is then said to rest. The shifting process is a price phen- 
omenon, a problem in demand and supply analysis, and is manifested 
when the tax is shifted forward, as is generally the case with the lariS, 
by an increase in prices. A customs tariff usually raises the suppliers 
asking price, reduces the volume of the supply or both. 

In the analysis of shifting both supply conditions and demand 
price elasticities are important. Economists usually recognize three 
types of long-run industry supply conditions: supjily produced under 
conditions of constant, increasing and historic^Iy decreasing costs. 
Demand Is generally classified into two broad groups: relatively elastic 
and relatively inelastic demand In addition, the exchange of the pro- 
ducts subject to a tariff may take place under conditions of relatively 
perfect compehtlon, monopoly or monopolistic competition. The analy- 
sis of the shifting of the import tariff which follows takes these elements 
and factors into account.^ 

Market supply already produced. The simplest case of the shifting 
of the tariff on imported goods is that for a market with an already 
produced supply of imported goods and is illustrated graphically in 
Chart XXI 1 showing the partial equilibnum under conditions of both 
inelastic and elastic demand. Demand, it is assumed, did not change 
after the payment of the tariff duty. In this case, the tariff results in an 
increase m price and a decrease in the amount exchanged, the magnitude 
of these changes depends upon the duty levied, the slope of the supply 
and the elasticity of the demand curves 
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control over, the market and many finns compete.* Constant cost indus- 
tries are those where the per unit costs of production remain relatively 
the same over the production schedule. Such industries are those where 
the economies of scale do not prevail and where the industry employs 
large amounts of manpower relative to capital and has easily reproduced 
inputs. Chart XXI.2 illustrates the shifting of a customs tariff on import- 
ed goods under these conditions. 

CHART XXI 2 

Skitong of the Tahiff ox Imported Goods 
Long-Run— Perfect Competitiom— Constant Costs 



SS represents supply before the payment of the duty and S'S' after, DD. inelastic, 
D D’ elashc, demand for the products Point e represents the pre-duty partial 
librium of supply and melastic demand, «■ after, e" that for supply and elastic demand 
before duty and e'" after The pre-duty price is OP and after payment is OP', v*® 
same for both elastic and inelastic demand With inelastic demand, the quanW 
exchanged drops but slightly after the payment of the duty, wadi elastic dernand. 
the quantities exchanged decline substantially 

* The analysis presented here aj^hes, nn]^ otherwise noted, to an entire IfK^' 
try, rather than a ftrm, and the cost ci supply schedules represent nverage costs ror 
a discussion of the shifting of commodity taxes— the import tariff is a form of cOT 
modity tax— in relation to individual firms, see Groves, Harold M. financing Cocem 
ment (5th ed.). New York Henry Hoh and Co , 1958, pp 10S-H7. 
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In this case, the prices rise by the full amount of the dut\' paid. 
X'^'ing elasticities of demand are reflected, not m the price, but in the 
quantities bought and sold. 

Long-nm period-perfect competition—increasing costs. Increasing 
cost industries are those where, after a certain output has been attain- 
ed, increased quantities of the product can only be obtained at higher 
per unit costs. Such cost curves are characteristic of some farm and 
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Smmsc OF tht Taiuff os I^ipokted Goods 
lX)S‘C-Rt'V— pEJlFECr CoXfPFTTTlOS— 1\CB£.S5T>C CosfTS 



SS represents the supply scbedole before the pajwent of the tariff dut>, 5*5' 
DD an inelastic and Dry, elastic demaod Points e, tf, e', e"'. the partial 
^^®hiina of demand and suppiv With inelastic demand, almost the full amount ol 
doty is shifted as indicated b> the pnces OP and OP The quantities exchanged. 
^ and OQ*. show but little decline A\id» rfasOc demand, the nse in pnce attn 
to the dutj- is small, from OP“ to OP~, but the dechoe in qaanhbes ex- 
C'-iaged IS Telatjveh large. &ODi OQ" to 0(^ 
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CHART XXI4 

sHirriNc OF THE Tawff oh Imposted Goods 
Perfect CoMPCTmoN— H istoricaixv DecheassnC Costs-Ihei-4Stic Dexiano 



SS T^«ents the pre-duty supply, S'S’ after DD represents inelastjo demarxi 
oppiy and demand are m partial equ^bnum, before the duty, at point e where the 
j ” “ 3nd the quanOCses exchanged, OQ, and after, at point e', where the pnce 
P and the quantifies exchanged OQ’. 1116 pnce rises from OP to OP*, by an 
I Q(^ more than the duly, and the quantity exchanged drops sh^tly 

of his product, computed by dividing total revenue by the number of 
sold and the marginal revenue, or the amount that the sale of an 
^ increment, of product, brings. In connection with 

Pttrauction activities, the monopolist is interested in his average costs, 
w his total costs divided by output, and marginal cost, or the cost of 
® ast-or an additional increment of output. 

U the monopoly possesses accurate knowledge of costs and sales, 

' conUnue to produce up to the point where marginal revenue 

^uak marginal costs. Were it to stop production before reaching this 
j would find that more nione>' could be made by continuing to 
^ and produce since the added marginal revenue would be greater 
6 marginal costs. If it continues to produce and sell beyond this 
t, the monopoly will find that the additional revenue horn sales 
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SHIFTING or THE TaWFT ON IMPORTED COODS 

Perfect CoMPErmoN-HisroHicAixT Decreasing Costs-Elashc Demand 



OasMiiy 

SS represents the pre^uty supply, S'S' after. DD represents elssbe deouid 
Supply and demand are in partiat equdibnum, Wfore the duty, at point e when the 
price is OP and the quantities ex^ang^ OP and after, at point e’ where price is 
OP' and quantities exchanged, OQ*. Prices nse by an amount greater than, the duty 
and the quanbty exchanged declines substantially. 

will not bring in enough cash to cover the marginal costs of production. 
The points, e and e' on Chart XX1.6 represent the equilibria of marginal 
costs and revenue for imported goods before and after payment of 
the duty. 

If a line is projected vertically from e or e' to the average revenue 
curve, the price at which the goods are sold is ascertained. OEiviously, 
the monopoly must price on the basis of average revenue for, if it prices 
on the basis of maigiaal revenue, it will be pricing too low and total 
receipts will not cover total costs. If a line is projected from point e or 
e' to the quantity axis, the volume exchanged can be determined. 

The monopolist was assumed to be operating under conditiom o 
decreasing costs, to have been unable or unwilling to raise his selling 
prices after paying the duty and to face a demand of a given elasbat)- 
All monopolies do not control industries of deaeasing costs; some a« 
increasing and some,_ constant, costs and some do raise their p £** 
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CHART XJa.fl 

Skoting of the Tariff on Imported Goods 

MONOPOLY-HlSTQRICAli.T DE«»EAnNC CoSTS 



QuQnirty 


MC repieseots the msTgioal costs, MR die xnarguial reve&ue, asd AR the avei' 
age reveaue. The monopoly would produce untd marginal revenue equaled margmal 
costs, point e, partial equilibrium, where OQ quantities are exchanged at a price of 
OP After the payment of the duly, the rnargmal cost curve is MC’, giving a new 
partial equihbnum point e" with quanbbes of goods exchanged at a price of 0?*. 

when a tariff is imposed. Hie prinaples, however, of the shifting of 
import duties under other costs, selling prices and demand elasticities 
are the same. In the case at hand, the price rose by more than the amount 
of dut>' paid and the quantities exchanged declined substantially. 

Monopolistic competition—historicelly decreasing costs. Under 
monopolistic competition, there are a number of firms in each industry 
and no one finn completely dominates the market. The products of 
each firm in the industry are differentiated from those of the others by 
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variations in design, by advertising, marketing and merchandising, al- 
though these of any one firm may generally be substituted for those 
of the others without great diflBculty. Soaps, toothpaste, radios, tele- 
vision sets, among many others, are examples of this type of industry. 

Entrance into, and exit from, the industry is relatively easy. The 
demand, or average revenue curves, of firms in this industry generally 
slope downward and the average cost curves take the characteristic 
CHART XXI 7 

SHimNC OF THB IMPOST TARIFF 
Long Ruk— Monopolbtic CoMP tini Oi<— D ecreasivc Costs 





AC represents average cost* before, and AC* after the payment of the duty, 
the pre-duty narginal costs and M& after AR represents the average, and MB 
marginal, revenue respectively The enterprue at first continues to produce, 
paying the duty, up to the point where the MR curve crosses the MC' curve but tbu 
leaves it with a loss. Competing firms, operating similarly at a loss, leave the trade, 
resulting in an increased demand for the products of the remaining firm as the 
AR' and MR' indicate Equilibrium is reestablished when the AC' curve is 
the AR' curve. The new equilibrium pnee moves from OP to OP and wiD 
the old pre-duty pnee by the amount of die tariff. ITie output of the firm is at W 
both before and after the payment of the duly. 
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U form. Equibbrium for such a firm is attained at the point where the 
average cost is tangent to the average revenue curve. The import duty 
raises the average, AC, and the marginal, MC, cost curve to AC' and 
MC' respectively as indicated on Chart XXL7. In the assumed case, the 
exporting firm is able to raise its selling pnces to a point consistent 
with the dury, as sho\vn by the shift of marginal revenue from MR to 
MR' and average revenue from AR to AR'. 

The effect of an import tariff upon the exported products of this 
type of firm is to raise the price by the amount of the duty paid. There 
is no change in the quantity of goods exchanged due to the tariff, which 
remains the same in both cases. 

Rsaction of Foreign Countries and industries to Import Tariffs 

Nations which encounter new or increased tariffs will not neces- 
sarily remain idle or accept the situation without some form of retalia- 
tion. These nations and their industries are likely to use whatever means 
they can to overcome the effects. 

Tariff retaliaiion. If the United States import duty were increased 
as a result of an escape clause action under the Reciprocal Trade Agree* 
ments Act, other countries would probably retaliate by denouncing 
their reciprocal reductions on certain United States exports. Thus some 
of the burden of the tariff increase would be borne by the American 
exporting industnes affected by the reciprocal tariff increase. In analyz* 
ing the economic effects of new or increased tanffs, the counter-effects 
of tanff retaliation should be taken into account and the decision on 
tariff pobcy might be based on the principle of net advantage or by an 
answer to the question; Were the benefits resulting from the new or 
iocieased tanff equal to the losses resulting from the retaliatory action? 

Reaction by increased effictency and mnwafton. If the market in 
the country increasing the tanff is large, the industries of the exporting 
countnes might react by attempting to increase their efficiency and 
lowering the costs of their products If these exporting industries were 
able to attain such a result, the effects of the tariff might be nullified 
In The graphic ana'lysis outlined in fhe preceding sections of this chap- 
ter, the curves S‘S‘ would return to their onginal lei’els, SS, and foreign 
competition would continue just as though the tanff had not been levied 
or raised. The Smss watch mdustry reacted to the United States denun- 
ciation of the watch tanff clauses of the Reciprocal Trade Agreement 
with Sssutzerland by increasing their efficienc>’ and lowering their prices. 

In the case of products where innovation is important, foreign 
industry, faced with a new os increased tariff in one of its important 
markets, might react by improving its products, creating new and attrac- 
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tive features, developing the utility or sales appeal of its goods. These 
iiuovatioiis might serve to overcome some of the disadvantages of the 
tariff, and some of its protective features could thus be lost. The Swiss 
watch industry also reacted against the United States tariff increase by 
creating new features, more attractive designs and watchmaldng inno- 
vations which served to vitiate, partially at least, the effects of the 
tariff increase. 

Reaction by the douelopment of new markets. Foreign industries, 
adversely affected by a new or increased tariff, might attempt to recoup 
their potential losses through the development of markets in other 
countries. Of course, there is no harm in this to the protected domestic 
industries, unless their products are sold on the markets selected for 
development by the foreign competitors. In such cases, the gain on the 
domestic market resulting from the tariff might be partially offset by 
'a loss on others. 

Reaction by investment. Where a foreign firm finds it difficult to 
compete on overseas markets because of tariffs, they may attempt to 
vault over the barrier by establishing branches or subsidiary plants 
in the protected country or by licensing manufacturers in that eountiy 
to make their products. Many American firms have invested abroad 
because of these barriers. The European Common Market with its tariff 
preferences for me-mbers is a magnet attracting United States companies 
to locate abroad to take advantage of the lowered tariffs which prevail 
among its members. 

If many foreign firms estahL'sh plants abroad, some of the advan- 
tages of protection are lost to the protected domestic industry. Finns 
which establish these enterprises abroad must pay the wages and other 
costs which prevail in the host country and compete on relatively even 
terms with the protected industries abroad But they do bring competi- 
tion to domestic industry wherever they locate and nullify at least 
some of the advantages which trade barriers afford. 

Reaction of Domestic Industry to Tariff Increases 

Effects on prices and quantifies exchanged. As the grapnical analy- 
sis in the preceding sections shows, the tariff serves generally to reduce 
the total volume of imported goods and to raise their prices. The decline 
in the. quantity of "imports and the increase in their prices give -the 
protected domestic Industries a variety of choices. These industries wn 
maintain their prices and benefit from an increased volume of s^s, 
they can raise their prices up to the lev’el of those of the imported 
which pay the tariff; or they can combine an increase in price be ow 
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that which the tariff would Justify and benefit from a relatively small 
increase in sales. 

If the prices prevailing for the protected goods before the imposi- 
tion of the tariff were unremuoerative, domestic industry might attempt 
to raise its prices unless it were of the decreasing cost type where the 
increase in sales and output could operate to bring lower costs. In the 
case of constant cost industries, there would be no advantage, cost-uise, 
of an increased volume of sales, and some members of such industries 
mi^t attempt to raise their selling prices to the point justified by the 
tariff. For inaeasing cost industries, a greater sales volume and output 
might occasion higher costs. These industries might be tempted to raise 
their prices rather than endeavor to attain a larger output. 

CHART XXI 8 

ErFECrs of A Tajuff ov Doiosnc Prodccts 
Mmucet SuFPi-v— P ure CoMrarnos 



OMnhty 


SS represents the pre-dut> supply of domestic and imported goods and 5*5' the 
reduced supply after the impoatwa of the tanS DD represents the demand for the 
Point e is the pio-dirty paitial eqaitibnuzn point where the quanbbcs 
exAanged are OQ and the price OP. With the supply r^uced, the new equilibnum 
point is o', where the quantities exchanged are OQ* and the price OP*. The import 
duty reduces the amount of goods exchanged and ruses the price. 
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Chart XX1.8 illustrates the effects of a tariff which decreases the 
imports and consequently the total supply. It assumes that because of 
higher laid-dowa prices, fewer foreign goods are imported. This diart 
illustrates but one condition, that of a market supply of goods already 
produced by both foreign and domestic producers. In this case, the 
market supply of the product is decreased, prices rise and the quan- 
tities exchanged are smaller. 


CHART XX15 

ErrxCTi or ah Iviroftr Tamst oh DoMEsnc Ihdtovry 
H rsTOWCAU,Y Decbeasinc Costs— Perfect Cosn’Ermos 
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Chart XXI.9 illustrates another situation: the possible efFects of a 
tariff on domestic industry of the historically decreasing cost type oper- 
ating under competitioD The output of the domestic mdustry consti- 
tutes, the supply of home-manuiactwred gfiods, and there is no decrease 
in its production after the imposition of the tariff. Since the paces of 
imported goods will be higher after the payment of the duty, some of 
the demand for die foreign-made goods can be presumed to shift to 
the domestic products. On Chart XXI.9 this effect is noted by moTing 
the demand curve to the ri^t. As the chart shows, the tariff reduces 
the price and increases the quantities exchanged Under other conditions 
of cost, different curves would be used and the price and quantity ef- 
fects of the tariff would differ. 

Impact cf Quotas, Trade and Exchange Controls on 
Foreign and Domestic Industry 

Although protectionism is seldom the basic reason underlying the 
use of quotas, trade and exchange controls, they have strong pioteetion- 
ist effects. As the cyclical, balance of payments, fiscal and other motives 
which led to the employment of these controls disappear, they are often 
retained for protectionist reasons. The tariff gives the foreign competitor 
a *nm for bis money” at least; under these other controls, the competitor 
from overseas enjoys no such favor. While the tariff affords relative 
protection, quotas, trade and exchange controls protect absolutely 
Their use enables a government to control the amount of any foreign 
product or service which may be imported as u'ell as to determine the 
sources from which they are derived 

Reaction of foreign industry to quotas and controls If the country' 
imposing quotas and controls is a relatively unimportant market for 
the goods of one of its trading partners, it is doubtful that the mdustnes 
of this partner >vould take anv steps to overcome their disadvantages, 
for the game would hardly be worth the candle \\Tiere these markets 
are important, affected foreign iudustnes might be prompted to develop 
others in areas which had no controk or to establish branches and sub- 
ridianes in the controYled mar'kets to hurdle the trade 'barriers. There 
is httle else that they could do to overcome the disadvantages for no 
lowering of prices, no improvements in quality or innovation would 
necessanly help them gam access to the closed market 

The governments of nations adversely affected by quotas, trade 
and exchange controls can attempt to negotiate a relaxation of the con- 
trols. In addition, if thej' are in a position to do so, they can take posi- 
tive steps to improv’e the foreign exchange reserv’e holdings of those 
countries which use them and thus ehminate one of the reasons for 
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their contmuance. There is little doubt that one of the objectives of the 
Marshall Plan and its successor grant and loan programs was to pro- 
mote United States exports by providing foreign exchange to reserve- 
short nations and thus to undercut the rationale which conditioned the 
controb. 

Reaction of domestic firms to quotas and trade controls. By either 
completely excluding some foreign products, or admitting only those 
goods which come from selected soft currency areas, the total volume 
of imported goods b reduced and domestic industry benefits from a 
larger home market for its products. In the case of a tariff, a type of 
price ceiling is set for similar domestic goods which is, in part the price of 
the imported article plus the tariff For imports from soft currency areas, 
the price limitation is that of the imported articles for which foreign 
exchange b available. Under a quota system, a limited amount of goods 
b licensed for import, and the prices of these licensed goods, up to the 
quota amount, serve to set a ceiling upon those of the compering domes- 
tic articles. Beyond the quota, the limits on the prices which domestic 
producers mi^t demand are increased. Quota, trade and exchange 
controb, like the tariff, may engender competition on the home market 
through the estabibhment of new domestic industries tempted by the 
relatively high profits which the protected industries enjoy. The advan- 
tages which accrue to the protected firms in the first instance may 
prove of relatively short durarion. 


Other Economic Effects of Trade Restrictions 

The impact of tariffs, quotas, trade and exchange controb is far- 
reaching. Trade harriers touch, with a light or heavy hand, almost all 
aspects of the, economy. 

Effects on the terms of trade. The study of the terms of trade re- 
volves around the analysb of international redproca! demand or the 
prices of a nation’s imports in terms of ib exports. To determine a 
country’s terms of trade vis & vb those of its trading partners, one must 
weigh ib exports against the imports which it receives in return. 

\Vhen economics was dominated by the Classical School, the value 
of goods was held to be measured by a single element, bbor. It was 
then considered possible to compare the terms of trade between any 
two countries by determining the net bbor content of exporb M 
equating it against that of its imporb. Today, economisb realize that 
such a comparison is not valid for the contenb of goods are variab e 
and not homogeneous. In addition, it signifies but little to learn tiia 
country A exported X pounds of coffee to country B and 
unib of trucks and Z of farm tractors in return or that the value o 
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coffee exports was $125 million and that of the trucks and tractors $115 
million. For such reasons, the absolute levels of the terms of trade are 
not usually measured, but the movements are. The study of these move- 
ments is valuable because it reveals whether or not a country is gaining 
or losing in its international transactions, it ans^vers the question, must 
a nation utilize an increasing or a decreasing amount of its resources 
to obtain a given amount of goods, services and capital from overseas? 

A protective tariff is likely to alter the terms of trade, and if die 
demand for a nation’s products is large and inelastic it may improve 
them. If its trading partners require these imports and desire to main- 
tain their purchases of them, they will have to find some means of 
earning the requisite foreign excl^ge. They can do this by either of 
two methods. 

The trading partners can devalue dieir rates of exchange or lower 
die pricK of their exports to induce the protectionist country to increase 
its imports. If either of these two devices are used, die terms of trade 
of the protectionist country will have improved, since it ivill now be 
importing products which cost leas, while maintaining the prices of Its 
exports. Where a tariff improves'the terms of trade, it tends, at the 
same time, 'to become less protective. 

Quotas, exchange and trade 'controls do not ordinarily have the 
same effects upon the terms of trade. These controls are sot directed 
toivard the prices of imports; they dther exclude them entirely, admit 
them in limited quantities or from specified sources. An exporting nation 
fating such controls is not likely to obtain the entry of its products by 
devaluing its rate of exchange or by reducing its prices. However, a 
nation which is adversely affected by these measures might lower the 
prices of its exports which are not subject to the controls or, if it can 
afford it, institute programs of grants and loans to provide other coun- 
tries with its -exchange in an effort to induce them to reduce their barriers. 

Effects on the balance of pasfmenis. Any change in one account 
on the balance of payments is followed by changes in one or more of 
the othets. Taiiffs, quotas and tirade contioli, by leduting the volume 
and \’alue of merchandise imports will also bring about changes in 
some of the other accounts. One immediate effect of these barriers is to 
increase, or preserve, the country’s holdings of foreign exchange assets. 
At the same time, the foreign exchange earnings of the trading partners 
of protectionist countries are diminis hed, and some may reduce their 
imports of merchandise and seixices as a result. However, if the de- 
mand for the protected goods and services is strong and price inelastic, 
the trading partners might continue to buy them and reduce their im- 
ports from other countries instead. 
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Balance of payments aDal>'ses indicate that where a nation’s ex- 
ports decline as a result of trade barriers, the advantages which they 
confer on protected domestic industries find a counterpart in the reduced 
sales of the export industries of the protectionist countries. On balance, 
trade barriers may not be of net adi’antage to a nation as a whole. 

Many nations have employed quotas and other controls over trade 
and exchange to correct balance of payments deficits. Sudi means of 
attaimng equilibria, in the opinion of many international economists, 
do not deal with fundamentals. They can be employed as temporary 
devices but sterner measures are required, these economists point out, 
if the diseqmlibria are fundamental. In situabons such as those which 
prevailed dunng and immediately after World War II, where the 
belligerents had little to export and were in need of a large volume of 
imports, these controls were used to good advantage. However, where 
the disequihbrium is due to domestic causes, involving inflation, indus- 
trial and agricultural inefficiency and government fiscal measures, con- 
trols will seldom provide a durable cure. In such cases, economic anal- 
ysis indicates, appropriate domesbc measures are required to eliminate 
the basic causes of the disequilibrium 

Effects on tncome Imports are leakages and exports are injections 
of purchasing power Leakages reduce nahonal income while injections 
increase it If it were possible to reduce the amount of imports by trade 
barriers without experiencing a proportionate decbne in exports, na- 
tional income could be increased. The increase \vould amount to the 
net excess of exports over imports tunes the multiplier. 

Recent empirical studies point out that while trade restricbons 
might raise national income, they may also alter its distribution. Since 
the output and prices of protected industries increase under trade 
restricbons, the productivity of the factors employed by these industries 
could nse Trade restrictions thus are sometimes followed by higher 
wages, interest, wages of management and profits in the protected in- 
dustries On the other hand, the factor returns decline in the export 
industries adversely affected by the controls. The net effect upon factor 
returns as a whole can be computed by equating their increase in pro- 
tected industries against their decrease in others. 

Effects on consumers. Economists have long recognized that tra e 
barriers hai’e an adverse effect upon consumers who pay higher pnees 
and are more bmited in their dioice of purchases. Consumers i^y 
react to these effects by refraining from purchasing protected go^. 
purchasing smaller amounts, or by selecting substitute goods in 
place. Consumers do not constitute a class, everybody is a consume^. 

In addition to being a consumw. a person may also be a \ 

consumer who is a w'orker in an industry which profits from trade r 
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riais should balance his gains as a worker against his losses as a con- 
sumer. If the consumer is a wage earner In an industry disadvantaged 
by trade restrictions, he earns less from the reduction in his productivity 
and pays higher prices for the goods he buys. The net effects of trade 
barriers on consumers, or more properly on the consumption function 
of individuals who ha^’e other functions, cannot be generalized. They 
must be analyzed, case by case. 

Effects on the allocation of resources. It is a generally accepted 
theory of economics that resource allocation follows price, ino%'ing into 
those uses where prices are higher and out of those where they are 
lower. Trade barriers tend to alter this market allocation by placing 
higher prices on the resources devoted to protected industries. Accord- 
ing to this theory, this shift in resource allocation is the basic weakness 
of trade restrictions; they tend to allocate resources to uses where they 
are not as efficiently employed as they might be in others. 

Under complete free trade, economic theory holds, the resources 
of a nation are employed in those activities where they yield the high- 
est net return and for which the nation has an international compara- 
tive advantage. In other words, under free trade, nations import those 
products for which they arc at a comparative disadvantage and pay 
for them by the export of those for which they have a comparative ad- 
vantage. By the application of this principle, the law of comparative 
advantage, resources throughout the world are used at their maximum 
productivity and consumers, as well as producers, will benefit from 
such factor utilization. The diversion of factors from inferior to better 
appUcotions constitutes the basic reason advanced for the elimination 
of trade restrictions 

Trade restactions and economic development The argument is 
often heard that underdeveloped nations cannot dev’elop, or develop 
rapidly, under a system of free trade With free trade, so the reasoning 
goes, the more full)’ developed economies \mU dominate those of a 
lcr\\er state of development. Since proposed new industries in the less 
developed areas face the competition of the well-established enteiprises 
of others, they will never be able to establish themselves without some 
protection. This reasoning constitutes an application of the infant indus- 
tries tariff argument. 

Tariffs, quotas, import and exchange controls are devices which 
Can be effectively employed to ^ve embryonic industries a fair start, 
but they are not the only methods available. Assistance in the form of 
subsidies of V'arious sorts and goverzunent contracts are other means of 
erKsJuraging infant industries and of helping them to survive in the face 
of strortg foreign competitors. These considerations are based upon the 
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proposition that infant industries cannot develop without protection. 
Conclusive evidence as to whether or not they can develop without 
such help is lacking. The wei^t of evidence at hand, however, seems 
to indicate that rapid industrial development cannot be obtained with- 
out some assistance. 

Trade barriers are not the only approaches to die problem of eco- 
nomic development. The following chapter and Part VII of this book 
are devoted to other and more positive means of attaining these goals. 


QUESTIONS AND PROBLEMS 

1. Show graphically and explain die shifting of an import tanS for goods 
having an inelastic demand, produced under increasing costs and perfect 
competition. 

2. Show graphically and explain the shifting of an import tariff for a mon- 
opoly operating under constant costs. 

3. Show graphically and explain the shifting of an import tariff for a mon- 
opoly operating under increasing costs. 

4. Explain the possible effects of an increase in tariffs on an unprotected 
industry whi^ relies heavily on export markets for its sales. 

5. VVhy id the United States embark on a program of reciprocal tanff 
reduction during the Great Depression? 

6. Does a tariff always provide the protecdOD which its authors hoped that 
it would? Why or why not? 

7. What might the director of a large Swiss watch company have done when 

the Umted States denounced the reduction in watch tariffs under the 
escape clause? . 

8 Discuss the statement that American export Industries hear the printapai 
burden of the United States tanff. 

9. If a country refused to license imports of a company’s products, and the 
quantities involved were substanbal and therefore important to the fiiffl* 
future, what might the directors of the company do? 

10 Discuss the possible effects of import quotas on domestic industry. 

11. How does the tariff improve a nation’s terms of trade? , 

12. Can a nabon restore balance of payments disequihbria by import controls 

Why or why not? . j 

13 Do import quotas increase the income of a nation which employs than 
Explam ^ 

14. Discuss the tanff from tlie point of view of the theory or coiuparatr* 
advantage. t, » ff 

15 Should the government of an underdeveloped country employ the 
to obtain greater industiializabon? Why or why not? What other altcm 
bves exist? 
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Expansionist Foreign Economic Policies: 
The Reciprocal Trade 
Agreements Program 

*Tor the purpose of expanding foreign markets for the products 
of the United States (as a means of assisting in establishing and main- 
taining a better relationship among various branches of American agn- 
culture, industry, mining and commerce) by regulating the admission 
of foreign goods into the United States in accordance with the charac- 
teristics and needs of various branches of American production so that 
foreign markets will be made available to those branches of American 
production which require and are capable of developing such outlets 
by affording corresponding market opportunities for foreign products 
in the United States, the President, whenever he finds as a fact that any 
existing duties or other import restrictions of the United States or any 
country a.re unduly burdeuing and restricting the foreign trade 
of the United States and that the purpose aboi'e declared mil be pro- 
moted by the means hereinafter specified, js authorized from time 
to time . . . 

‘To enter into foreign trade agreements with foreign governments 
or instrumentalities thereof; and . . . 

"To proclaim such modification of existing duties and other import 
restrictions, or such additional import restrictions, or such continuance, 
and for such minimum periods, of existing customs or excise treatment 
of any article coveted by foreign trade agreements, as are required or 


983 
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appropriate to carry out any foreign trade agreement that the President 
has entered into hereunder . . 

This language, quoted from the opening paragraphs of the Hull 
Reciprocal Trade Agreements Act si^iied Into law on June 12, 1934, 
announced an about-face in American foreign commercial policy. After 
some one hundred and seventy years of tariff policies which reflected 
generally increasing duty rates, the United States started on the path 
of tariff reductions. The period of restrictive commercial policy came 
to an end, and this country entered upon a era of expansionist com- 
mercial policy. 

The United States had been following a tariff policy which appear- 
ed to accord to American industry greater tariff protection even as 
industry became stronger and more capable of facing foreign competi- 
tion. Such a policy made a mockery of the “infant industry” argument 
which occupied such an important place in the pohtical tariff debates 
of the nineteenth century. 

The Reciprocal Trade Agreements Act also helped correct a funda- 
mental defect in the tariff-making mechanism. Until the passage of this 
Act, tariff-maldng was the perquisite of the legislative power in the 
United States. Now tariff-making is a highly technical affair. A tariff- 
maker must be familiar with the technical details of the industries in- 
volved. He needs to know costs, pricing poh'cies, distribution channels 
and marketing methods, among other things, of each affected industry. 
To supply this necessary information Congress called in representatives 
of the industries to explain how a tariff for each industry should be 
elaborated This procedure not infrequently resulted in criticism of 
American industry as obtaining much of the protection it wanted with- 
out regard for the public interest involved. 

Other critics pointed out that Congressional tanff-making was often 
subject to “log-tolUng." whereby representatives or senators from an 
industnal area, for example, would vote for the mine protection tariff 
paragraphs favored by the representatives or senators from a mining 
area, provided that the latter would in turn support the industry-protect- 
ing paragraphs. 

The Reciprocal Trade Agreements Act look some of the tariff- 
making power away from the legislature and placed it in the hands o 
the executive. The Executive Branch of the government has 
known as “commodity men,” who are versed in the intricacies o t e 
industries covered by the tariff and are removed from the influence o 
special interest pleaders. They are thus free to obey the call of Ine 
public rather than the regional or industnal interest. 
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Th« Hull Reciprocal Trade Agreements Act of 1934 

The Hull Reciprocal Trade Agrewnents Act of 1934 (RTA), which 
revened the trend to\vard more restrictive trade measures, embodied 
several provisions to facilitate trade liberalization.^ 

Authority granted to the Executive Bratxch. ^VhiIe unique in a num- 
ber of ways, &e all-important feature of the Reciprocal Trade Agree- 
ments Act (RTA) is the authorization granted to the President to nego- 
tiate, wnthm broad limits, with other countries for reciprocal tariff and 
other import barrier reductions. The rate sdtedules arising from these 
negotiations are not subject to approval by Congress. Although the 
President could not under the Act transfer an item from the dutiable 
list to the free list or vice versa, he was authorized to increase or de- 
crease existing rates by 50 per cent. Since the mid-1940’s, however, the 
Presidents discretionary powers have been noticeably diluted with the 
introduction of the escape clause, peril points, and the National Secur- 
ity Amendment. Actually, ever since the inception of the Act, Congress 
has provided an effective restraint on the Executive Branch by requir- 
ing periodic extensions of the RTA. To assure that extensions are forth- 
coming, the President cannot substantially deviate from a tariff policy 
acceptable to the Congress. 

Reciprocity. A second feature of the Reciprocal Trade Agreements 
Act is that, by virtue of granting the President authority to negotiate 
tariff reductions, a workable reciprodt)' provision has been provided 
Reciprocity refers to the principle of mutual extension of beneBts; that 
is, one country reduces an import tariff in exchange for a comparable 
tariff reduction by a second country. The Act of 1934 empowered the 
President to lower a tariff rale only in exchange for a reciprocal reduc- 
tion by a second country. 

The reciprocit)' principle, utilized prior to 1934, encountered little 
success be<ause ratification by the legislatures of the United States and 
other countries was necessary to legalize the treaty arising from tariff 
negoria'nons and legislatures Irequeridy unwitting to indorse sucb 
treaties. The Act of 1934 waived Congressional approval of negotiations 
and in so doing reciprocity and the procedure of tariff negotiation was 
e.Tp edited 

Most-faeored-nation treatment. Another aspect of the Reciprocal 
Trade Agreements Act is that it requires continuation of the uncondi- 
tional *‘most-favored-nation treatment" (MFN.) which had been in 


V The Act ol 1934. named after SecteUuy of State Cordell Hull v.ho provided 
vigorous support for the program, was actually an amendment to the Haw lev -Smoot 
Tanff Act of 1930 
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efFect since the Tariff Act of 1922. The purpose of unconditional MFN 
treatment is to assure that when a country extends a trade concession 
to a second country, this concession is generalized, or automatically 
extended, to all other countries except those which practice discrimina- 
tion.2 As an illustration assume that the United States grants a tariff 
reduction to Great Britain on bicycles; to reciprocate. Great Britain 
grants a comparable concession, for example, a reduced tariff on her 
imports of United States refrigerators. With the unconditional MFN 
treatment a third country, for instance West Germany, which also 
utilizes unconditional MFN treatment or practices nondiscrimination, 
can export bicycles to the United States and refrigerators to Great 
Britain at the nexv lower rates, whether or not she extends a direct con- 
cession to either country. Carrying the example one step further, as- 
sume that at a later date ^Vest Germany, in negotiation with Denmark, 
reduces the tanff on imported cheese; by the same token, both the 
United States and Great Britain, as well as all other nondiscriminahng 
countries, can also export cheese to West Germany at the new reduced 
rate. 

Prior to 1922, United States tariff poL'cy for the most part embodied 
conditional MFN treatment. A concession extended to one country was 
not automatically granted to third countries unless the latter were will- 
ing to make an equivalent concession. Since the conditional MFN policy 
accorded preferential treatment to some countries, it necessarily dis- 
criminated against other exporting areas and thus became a source of 
antagonism and ill-will toward the commercial behavior of the United 
States 

Unconditional MFN treatment is generally considered a more suit- 
able method of tanff negotiation primanly because discrimination is 
avoided The same tariff rate applies to a product regardless of its ongin. 

It should be noted, however, that in the course of negotiations an im- 
porting country bargains directly with the country which is the major 
supplier of the item being considered Hius, from the example, the 
United States granted a tanff reduction to Great Bntain on bicycles, 
and even though the concession was generalized it might be of little or 
no benefit to many other regions whitdi normally do not e.xport or inanu 
facture bicycles In other cases, of course, this would not be the case, 
often a number of countries export a particular item, though in varjm? 
quantities. In effect, by utilizing the unconditional MFN treatment, a 
country avoids future discrimination against its own exports, the proce 
dure IS conducive to trade liberalization 

- The unconJitioml \IFN treafnieiit applies to virtually all countries escept 
in the Communist Bloc* 
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Subsequent Reciprocal Trade Agreements Legislation 

Under the Trade Agreements Art of 1934, die President \s*as em- 
po'Aered to reduce tariS rales by 5D per cent. In 1943 he was further 
authorized to cut duties to one-half of the then existing Ie\’eL Legisla- 
tion subsequent to 1933 emphasized the desire for a gradual lowering 
of tariffs; the 1955 extension sanctioned a non-cumulabr’e 5 per cent 
reduction of existing rates for each of the three following years. 

A four-year extension granted by Congress in 195S provides the 
Executive Branch with three alternative approaches to the reduction 
of tariffs. First, a 20 per cent reduction in import duties existing as of 
July 1, 1958, is permitted. Generafly, only one-half of die total reduc- 
tion is allowed during any one year. Second, the extension grants the 
President the authority to reduce tariff rates eristing on July 1, 19^ by 
two percentage points. Normally ooe-balf of the total reduction is the 
maximuin permitted in any one year. This approach is more effective 
in lowering barriers than the first alternative only in instances where 
the existing ad valorem rate Is less than 10 per cent Finally, under a 
third alternative, existing ad valorem rates in excess of 50 per cent can 
be reduced to 50 per cent. This alternative is more useful than the first 
in instances where the existing ad valorem rate is in excess cf 62 per 
cent. Again, emphasis is placed on gradual hberalization of trade bar- 
riers, one-third of the total authorized reduction is the maximum per- 
mitted during any one year. 

In addition to the authority to lower existing trade barriers, the 
President is empowered b)' the 195S extension to increase existing tariff 
rates. With respect to revising tariff rates, it appears that the role of the 
Executive Branch has not been weakened since 1934. However, other 
modifications of the Trade Agreements Program, notably the escape 
clause, the peril point provisions, and the Naaonal Security Amend- 
ment have tended to restrain the tariff actions of the President. 

Escape Clause. Congress seeminglv regretted its outburst of gener- 
osity in 1934, and in subsequent legislation tended to curb Presidential 
power. From the inception of the Act, Congress has closely guarded 
its delegated authonty by insisting upon periodic renewals of the RTA. 
Stemming largely from its fear of jeopariJmng negotiation powers, the 
Executive Branch agreed as earty as 1943 to insert an escape clause in 
all future trade agreements. Subsequently the use of the escape clause 
was prescribed bv’ an executive order and finally was incorporated as a 
statutory provision of the Trade Apeemenls Act in 1951. 

Under the escape clause, either party to a trade agreement, in view 
of actual or threatened serious injury’ to domestic industries arising 
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from imports, can discontinue or modify a previously-granted conces- 
sion. Obviously it is difficult to make a conclusive determination of 
what constitutes serious injury to domestic industries as a result of a 
concession. In practice, the United States Tariff Commission, upon 
investigation of a complaint alleging injury, evaluates the impact of 
the imports on the affected industry, taking into consideration produc- 
tion, employmait, prices, and wages, among other things. The Tariff 
Commission then makes a recommendation to the President for modi- 
fication-, withdrawal, or other change in the previously-granted conces- 
sion. The President renders the final decision, but should he reject a 
recommendation of the Commission to invoke the escape clause he 
must explain his action to Congress. The President’s decision can be 
reversed by a twothirds vote of Congress. 

Many foreign countries have been critical of the escape clause be- 
cause it injects an element of uncertainty into the United States Trade 
Agreements Program. Foreign exporters complain that considerable 
effort and expense are required to enter the American markets. If a 
foreign firm, after extensive promodon and investment, is successfully 
competing in the United States market it runs the risk that this may h« 
construed as a threat of serious injury to domestic producers. Conse- 
quently, the President may feel compelled to invoke the escape clause 
and restore the tariff to the original level or even establish more restri^ 
tive import quotas. Domestic firms which depend extensively upon im- 
ported materials are placed in an equally insecure position. 

Although uncertainty of this nature is not compatible* with trade 
expansion, it must be recognized that the escape clause has not been 
frequently used. As shown in Table 22.1 the Tariff Commission as 
well as successive Presidents have been reluctant to invoke the escape 
clause. One might argue that the inclusion of an escape clause actually 
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expedites the original tariff negoliarions. A country, recognizing that the 
impact of a larger volume of imparts cannot be predicted, may be will- 
ing to yield certain concessions on the condition that such concessions 
may be withdrawn at a later date if damage to domestic industry be- 
comes severe. 

Peril points, A further reduction of the discretionary action afford- 
ed the President is caused by the “peril point” clause which has been 
incorporated into most Trade Agreements Acts since 1948. The peril 
point clause prescribes that the Tariff Commission investigate the pos- 
sible impact of tariff reductions proposed by the President. From its 
findings the Commission estimates minimum tariff rates or peril points 
which can be established on the commodities uilhout inflicting serious 
damage on domestic mdustiies. If the President reduces tariffs below 
the recommended minimum, he must explain the reason for his action 
to Congress. 

National Security Amendment. A further provision incorporated 
into the Trade Agreements Act of 1954 specified that the President shall 
not lower tariffs on Imported items which will ^reaten domestic indus- 
tries essential for national defense. Subsequent modification affords trie 
President more power relative to a possible impairment of national 
security, but the additional power is in terms of additional trade restric- 
tion. Acting on the advice of the Director of the Office of Civilian and 
Defense Mobilization, the President might conceivably assume an extreme 
position and impose a complete embargo on imports which he considers 
to be adverse to the interests of national defense. 

The national security argument appears beyond reproach, on the 
surface at least. If increased imports jeopardize nahonal security, then 
tariffs should be raised. However, a deeper probe of this provision re- 
veals some serious questions. For example, what is the relationship 
between tariff policy and national security? Would complete self- 
sufficiency provide maxinium national security? Perhaps a liberal trade 
policy on the part of the United States w^uld be a fawrable element 
in the cause of defense. In addition, a high level of trade is needed to 
strengthen the economies of allied nations. Too, what domestic indus- 
tries are not vital in the event of conflict? In its extreme form the 
national security argument could imply a complete embargo of all im- 
ports, with the exception of a few types of raw materials which cannot 
be produced domestically.* 

s During 1958 and 1959 domeshc indiulnes petitioned, under tlie Natioml 
Secunty Amendment, for restrictions on such imports as steam turbine generators, 
cobalt, tungsten, surplus miLtary nfles, dental buirs and wool knit gloves 
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Effects of subsequent amendments. Although the United States 
tariff policy has tended to remain liberal since 1934, a concurrent trend 
toward a restriction of Presidential authority has been noticeable. A 
lack of certainty also characterizes American tariff policy. As a result 
some foreign firms are discouraged from entering our marlcets because 
of the possibility of more severe barriers in the future. Furthermore, 
the required periodic renewals of trade agreements legislation, the 
escape clause, peril points, and the National Security Amendment tend 
to conflict with the avowed purpose of the Act— the e.\pansion of United 
States trade. Actually, of course, some of the modifications of the orig- 
inal Trade Agreements Act represent legislative compromises to assure 
preservation of the major features of the AcL It is important that these 
major features of the tariff program be retained because the commercial 
pohcy of the United States influences the economies of foreign nations 
The Trade Agreements Trogram and bilateral negotiations. The 
Trade Agreements Program, which represents the cornerstone of United 
States commercial policy, broadened the possibilities of success in 
negotiation with foreign countries. As shown in Table 22.2, under the 
Reciprocal Trade Agreements Act the United States government was 
able to conclude many bilateral agreements with foreign countries. 
Until the incepdoa of tlie General Agreement on Tariffs and Trade in 
1947, tariff negotiations were conducted bilaterally with individual 
foreign countries As pointed out later, multilateral negotiation, which 
was provided by the General Agreement, proved to be a superior 
method of obtaining tariff concessions throughout the world. This a^ 
rangement (examined in a later part of the present chapter) accommo- 
dates the combined negotiations of forty countries. The essential prol> 
lem with bilateral negotiation was that countries attempted to save their 
barsaimng power for dealincs with other countries at a later date. 

The Invisible Tariff and Customs Simplification 

The customs tariff is but one of several obstacles which importers 
of foreign goods into the United States must meet. As the Executive 
Branch sought to reduce tariffs through the application of the Recipro- 
cal Trade Agreements Acts, the complexity of customs regulations, 
tariff rates, procedures, classifications, and valuations became incre^ 
ingly apparent. These regulations constitute a sort of “invisible ta 
which effectively serve to confound exporters and importers alAe. a” 
to impede the importation of goods into the United States. 

Complexity of regulations The customs regulations of the Um 
Stales constitute one of the principal legal impediments to the 
tion of goods. These same regulabons hav« long constituted an impco* 
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TABLE Q3JL 

Bilateral Trade Agreements In Force or Superceded 
By MuLTILATEBAL AcBEOtENTS 


Country 

Date Effective 

Argentina (B) 

Nov. 15. 1941 

Belgium (M) 

Jan. 1. 1948 

Brazd (M) 

July 31, 1945 

Canada (M) 

Jan. 1, 1948 

Cuba (M) 

Jan. 1, 1948 

El Salvador (B) 

May 31. 1937 

Finland (M) 

May 25. 1950 

France ( M ) 

Jan 1, 1948 

Haiti (M) 

Jan 1, 1950 

Honduras (B) 

Mar. 2. 1936 

Iceland (B) 

Nov 19. 1943 

Luxembourg (M) 

Jan 1, 1948 

Netherlands (M) 

Jan 1. 1948 

Nicaragua (M) 

May 28. 1950 

Paraguay (B) 

Apr 9. 1947 

Peru (M) 

Oct. 7. 1951 

Sweden (M) 

Apr 30, 1950 

Switietland (B) 

Feb 15, 1936 

Turkey (M) 

Oct 17, 1951 

United Kingdom (M) 

Jan. 1,‘1948 

Uruguay (if) 

Dec le, 1953 

Venezuela (B) 

Dec. 18, 1939 


Note. (B) indicates countnes with which the United States has bilateral agree- 
ments that are still in force. (Ml indicates that a bilateral agreement was 
terminated because the country became a party to a multilatetal agreement 
(General Agreement on TanlTs and Trade). The United States has also had 
bilateral trade agreements, but which have been tenninated, wi^ Colombia, 
Costa Rica, Cze<^oslo\aloa, Ecuador, Guatemala, Iran and Mexico. 

Source “'Urulcd States Trade .Agreements Concluded Sinte 1934 Reviewed," Foreign 
Commerce Weekly U. S. Department of Commerce, AVashmgton, D. C 
V'ol. 65, No. 23. June 5. 1961 P. 36. 

ment to trade on the part of American importers and a prime disccmr- 
agement to foreign exporters to this countrj'. In the Custom House 
Guide for 1935, published by the Custom House Guide of New York, 
the customs regulations of the United States occupy 531 pages of fine 
print, pages 1101 to 1632 The following quotation from the customs 
regulations of the United States from article 498 (g), (1), (2) and (2i), 
relating to the fees collected from ship-owners according to the length of 
the ship’s manifest, will give some idea of what foreign shippers en- 
counter: 


“( 1 ) The word ‘folio’ shall mean 100 words, counting each figure as a 
word_(-14 use. 326) No charge shaD be made for fractions of a folio 
"(2) When any instrumeiit presented is not on an appropriate customs 
form, the number of folios shall be computed under the pertinent one of 
the following formulas. 
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“{i) Except as speciBed ia snUiviswQ (ui) of t>iic paragraph, if die 
insUiuuent is of Jess than 20 pages, die total number cf lines dial] be dete- 
mined; the number of words »n 10 pCT cent of the hues of cadi size ?n J 
stjle cf writing or printing (bandirntten, pica tjpewntten, elite tjpe* 
wnttea, printed, etc., full jneasnic, indecft^ etc.) dial] be counted, using 
lines of average length, the av&age number of viTirds per line of en'-h size 
and stjle of wn&ig C5i lemling sbu be undtiplied tbe total mnnber of 
lines of each size and stjde in crder to amce at fte total Bmnber of wordsr 
and the total shall be divided by IfX) in orda to ascertain lie total numba 
of folios." 

Commcdify chissifcaiwn A further barrier to importation is intro- 
duced b>’ the complerity of product classification. Rather than a rela- 
bvely smaD number of commodity’ cdasstfications for tariff purposes, 
the sj'stem is characterized by thousands of minute divisions and sub- 
divisions Procedures become even more complicated as new tjpes of 
products enter the counti>’ and an attempt is made to group them on 
the basts of a system established years ago. Because of the wide range 
of tariff rates relevant to diffo-ent imports, the classificabon assigned 
to a product is crucial Frequently it determines vvhethcr or not an item 
can be profitab3> exported to the United States. Not only are the appIiiN 
able rates sometimes unpredictable, but also the classification may in* 
vtilve a considerable delay for the importer. 

Import valuatton. One cf the most cumbersome of the procedural 
bamers in the past was the dual valuation required of imports subject 
to ad valorem duties. A valuaboo was required in terms of the whole- 
sale price at which an arOde is export«3 to the United States, and the 
pnce at which the product is marketed in the country of origin. The dual 
valuabon, which was necessary’ since the ad valorem rate applied to 
the higher of the two values, served to create considerable delay and 
uncertainty in determinab'on of the total import duty However, the 
problem of dual valuabon was partially solved by the Customs Siinpli' 
fication Acts. 

fmport procedure. Tj’pically, as goods enter this counli>% customs 
officials exact a payment from the importer in an amount equivalent to 
the estimated import dut>% most goods are then released to the import- 
er. FoDowing this, customs officials may undertake a more thorough 
invetigabon, including the deteimmahon of the value of the product, 
its proper classification and the applicable tariff rate. The final duty is 
then determined (in some cases after the lapse of several months) and 
the difference, if any, is demanded from the importer. 

This normally terminates flie process, unless (a) the importer in- 
sists that either the classification or the duty rate ou the product is un- 
tenable or (b) competing domestic firms complain that the effecb'e 
duty- is too low. If either of the gneved parbes lodges a complaint, the 
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case may be forced into liUgation in tiie Customs Court, a procedture 
which tends to be lengthy. Eventually most cases are settled in the Cus- 
toms Court, but occasionally they are appealed to a higher court. Obvi- 
ously, the prolongation and incertitude tend lo discourage an increased 
flow of imports. 

Cttsfoms simplification. From the foregoing, it is apparent that the 
different legal impediments serve to discourage importation. Althoughr 
administrative procedures remain cumbersome, substantial progress 
was made toward streamlining administrative technicalities through 
the Customs Simplification Acts of 1933, 1954, and 1956. As an lUustra- 
lion, notable advancement was reached with the elimination of the dual 
.valuation for certain ad valorem rates.^ Additionally, accounting pro- 
cedures have been simplified and burdensome restnctions relative to 
marks of origin have been relaxed. 

Customs simplification is an intricate task. Some administrative 
simplification has been achieved independently by customs officials 
For the most part, however, further easing of the invisible tariff will 
require legislative action. For example, a broadening of commodity 
classifications, which would eliminate many complexities, wU probably 
require Congressional approval because of the variety of applicable 
duties. If import duties are altered as a result of such changes, this 
might also require negotiation \vith exporting countries. 

Sanitary regulations. An important type of the invisible tariff takes 
the form of sanitary regulations derigned to prevent the importation of 
impure foods and drugs, and infected plants and animals.® While the 
original intent of these regulations— protection of the American con- 
sumer— is desirable, foreign producers frequently complain that the ad- 
ministration of the regulations is so severe that it has additionally be- 
come a device for excluding the importation of food, drugSj plants and 
animals. 

It is difficult for the government to counter these charges. In the 
Erst place, even though the intent of the laws may be perfectly dear 
it may be impossible in many instances to determine if actual adminis- 
tration serves to do somedung odict dian protect consumer interests. 
Second, foreign exporters frequently overlook or are unaware of the 
fact that internal sanitary regulations also apply to American firms 
which sell these items in the domestic markets. 


* It sKouId be iwted that the use of specific as opposed to ad valoiem duties pre- 
clude the need for connnodily valuation. 

® Sanitary regulahons administered bj’ the Food and Drug AdministraUon and 
the Department of Agnculture are embodied m a oumber of acts, including the Plant 
and Quarantine Act, the Federal Seed Act; and lie Food, Drug, and Cosmetic Act. 
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Buy American legislation. Anodier form of import restriction was 
imposed by the Buy American Act of 1933* This Act stipulates that aU 
goods purchased for public use must originate from domestic sources 
Exceptions are permitted if the domestic cost is unreasonable or the 
purchase is inconsistent with the public interest. 

As interpreted for many years» a foreign exporter would normally 
be awarded a government contract only if the lowest price quoted by 
domestic firms exceeded the import price, including duty, by more than 
25 per cent. Since 1954, the 25 pet cent differential has been reduced 
to between 6 and 10 per cent An exception is provided if the items to 
be purchased are produced in domestic areas characterized by substan- 
tial unemployment. In view of die aggregate volume of spending by 
federal, state and local governments, the amount of imports excluded 
by this type of legislation is substantial. 


The International Trade Organization 

As the United States applied the principles of the Reciprocal Trade 
Agreements Acts, it came to recognize that success in liberalization of 
inleroational trade would require the understanding and cooperation 
of foreign countries. To secure these ends the United States assumed the 
initiative in assembling representatives of the major trading countries 
in 1947 and 1948 to formulate a “rule book” for international trade. 
This assembly drafted a set of rules which were to be embodied in the 
Charter for an International Trade Organization (ITO). 

Objectives of the ITO. The ma/or objective of the proposed ITO 
was the estabbshment of a code of commercial behavior whereby inter* 
national trade might flourish on a multilateral basis unobstructed by 
restrictions and other controls, e.xcept under special circumstances The 
Charter for the ITO expressed the desire for a gradual reduction of 
tariffs, and opposed the use of import quotas, import licenses, and export 
subsidies At the same time the Charter condoned certain deviations 
from these rules, escape clauses were to be incorporated into trade 
agreements so that concessions could be modified if injury resulted to 
domestic producers, various forms of import restnctions could be em- 
ployed to protect infant industries, to counter a decline in moneta^ 
reserves and \o rniable cc«is*ives \o thaw 's.ss.vs.taoce to domestic 

agricultural and raw material producers. 

Fate of the ITO. Although the Charter for the ITO was sponsored 
by the United States Executive Brandi, Congress failed to ratify it. 


®The Buy American legislation was an 
Office Department Appropriation Act of 1933 
of the states have Buy American Acts of their o 


amendment to the Treasury and Port 
lo addition to the federal act, many 
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Inability to attract widespread domestic support for the Charter was 
due to a combination of reasons. The Charter, although it espoused 
relatively liberal objectives, condoned a series of exceptions and escape 
clauses which rendered the general objectives almost meaningless. WTiile 
it reflected the desire for unobstructed international trade, so many 
exceptions were provided that as a vihole the Charter had little to offer 
as a guide to international commercial behavior. In an extensive effort 
to appeal to both domestic and foreign interests, the final document 
satisfied few domestic groups. Since United Slates participation was 
necessary if ITO was to have any value, virtually all other countries 
accordingly failed to approve the Chatter. 

The collapse of the ITO was a setback in the field of world-wide 
foreign trade planning. This organization, the International Monetary’ 
Fund and the International Rank for Reconstruction and Development 
were to represent a triad of institutions xvilb operations in the areas of 
international trade, payments and investment. Fortunately, the Fund 
and the M'oild Bank did come into existence, and many of the prin- 
ciples included in the Charter for an ITO were embodied in the General 
Agreement on Tariffs and Trade. 

'Yhe Genera! Agreement on Tariffs ond Trode 

At the same time that negotiations were being conducted for an 
International Trade Organization in 1947, a meeting of the representa- 
tives of twenty-three nations was conducted in Geneva to negotiate 
tariff reductions and to formulate temporary rules of international com- 
mercial behasior. It was assumed that the results of the Geneva confer- 
ence, the General Agreement on Tariffs and Trade (GATT), would be 
incorporated into the ITO Charter. WTule the ITO is today but a re- 
minder of failure at international cooperation, GATT has survii’ed to 
become the most comprehensive endeavor that has ever been adopted 
by goi'emments for world trade liberahzation. Essentially, GATT con- 
sists of three major parts, schedules of tanff concessions, a set of rules, 
and an. org^mization for adroinistraUve purposes- 

Schedules of tariff concessions. The schedules of tariff concessions, 
one for each member or contractiog party, show the tanff rates which 
each country’ is committed to extend to all others for ei’ery listed pro- 
duct.^ The specified rales may constitute a reduction, a rate less than 
that applicable at the beginning of the negotiation, or they may’ consti- 
tute a “binding,” an agreement to pres’ent a future increase or decrease 

^ Coniractinc parties” (loHrr case letters) refers to indiM^ual tnemher countnes 
ol GATT; CONTRA CTIXG PARTIES’' (upper case letters) refers to rnembcr 
countnes acting jointly, or as an organization. 
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in a rate. These concessions have been secured in the course of several 
negotiating conferences which were conducted in 1947 and the years 
following. The first session in 1947 produced approximately 45,000 con- 
cessions, reductions or bindings, in tariff rates. In subsequent sessions, 
the number has grown to over 60 , 000 . 

Set of rules A second integral part of the General Agreement con- 
sists of a set of rules or code of behavior to guide member countries in 
commercial policy. This code not only lists the general provisions for 
commercial policy, but also prescribes certain conditions under which 
deviations may occur. A major principle incorporated into GATT is the 
unconditional most-favored-nation treatment; a concession extended by 
one country automatically applies to all oflier contracting parlies. The 
General Agreement prohibits the use of quantitative arrangements, sub- 
ject to certain exceptions Exchange controls ate not to be utilized for 
the purpose of restricting trade and the use of e.xport subsidies is dis- 
couraged. 

Although these general rules represent an important part of the 
General Agreement, the exceptions to the over-all rules which may be 
invoked under special circumstances are equally significant. One im- 
portant exception is the use of restrictions in instances where countries 
are experiencing balance of payments disequilibria. When a country’s 
foreign exchange reserves are declining seriously, or are already rela- 
tively low, import restrictions are sanctioned by GATT. 

The General Agreement also contains an escape Clause, which per- 
mits the withdrawal or modification of a concession if increased imports 
cause or threaten serious injury to domestic producers GATT also 
allows quantitative restrictions to be employed by underdeveloped 
countries for the protection of infant industries. Export subsidies may 
be utilized under specified drcamstances. Finally, GATT authorizes 
the use of import quotas to permit the continuation of governmental 
assistance programs to domestic agricultural sectors 

It might appear from the foregoing that, because of the exceptions 
permitted by GATT for the use of import restrictions, this organization 
would have little value in inducing trade liberalization Actually, the 
escape clause and import restrictions condoned by GATT cannot be 
easily and independently invoked, and considerable moral and econormt 
pressure is exerted upon countries to avoid over-using them. Thus in 
order to invoke the escape clause a country must notify and secure 
approval of the country or countries which might be affected. 
latter disapprove of the action of the first country, they retain the right 
to make adjustments in their own concessions. 

Those countries continuing to utilize exchange controls and other 
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lestiictions for balance of payments purposes must consult periodically 
with GATT to justify such action. Jf GATT determines that restrictions 
are no longer needed, it can recomniKQd that they be removed. While 
the country in question need not comply with the recommendation, 
other injured countries are subsequently permitted to apply compensa- 
tory measures. 

Those underdeveloped countries desiring to employ quantitative 
restrictions to protect infant industries must seek an acceptable arrange- 
ment with the countries affected and obtain approval from the CON- 
TRACTING PARTIES. Prorisions for the use of export subsidies are 
some\vhat vague. Generally when the effect is to create serious injury 
to the odier members, the granting country must submit an explanation 
to the CONTRACTING PARTIES. This may result in a request to 
modify the subsidization. Import quotas can be imposed on agricultural 
commodities on the condition that a country also institute domestic 
production control for such commodities. 

In addition to the possible direct economia repercussions resulting 
from the application of the escape clause, export subsidies, and quan- 
titative restrictions, further pressure can be exerted on countries be- 
cause of tl at fact that GATT sen’es as a forum through which griev- 
ances are aired in the presence of a world-wide audience. This has prob- 
ably been a signiScant factor in inBuencing the general wiUingness of 
contracting parties toward acceptance of the spirit of the General Agree- 
ment Finally, the disposition of countries to avert a trend toward retal- 
iator>’ import barriers induces them to comply with the principles of 
GATT. 

Administrative organization Because it w’as e.xpected that GATT 
W'ould be incorporated into the International Trade Organization, there 
was no effort originally to provide a formal administrative organiza- 
tion. Since the ITO failed to materialize, substitute arrangements were 
devised. GATT is an organization in the sense that it proiides for joint 
action by member countries or CONTRACTING PARTIES. As an 
organization, member countries lointly perform, a variety of administra- 
tive functions, assist in settlement of trade disputes, prescribe compen- 
satory action granted an injmed part}’ to a trade dispute, and render 
decisions on interpretive matters. Each country is entitled to one vote, 
and normally decisions are based on majority rule. 

MiiUilateral negotiation under GATT. The ke>’ to much of GATTs 
success is that in practice, it enables multilateral trade hberalization 
negotiation. Prior to the formation of GATT, the United States conduct- 
ed bilateral negotiations with indiridual foreign countries. Bilateral 
negotiations were not conducive to rapid liberalization. In many in- 
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stances, as a tariff was reduced, the definition or classificatioa of the 
product would be specified as narrowly as possible in an attempt by 
one country to limit the concession made to a second country. In diis 
manner the first country would conserve its bargaining power for nego- 
tiations with other potential exporters of virtually the same types of 
products. Essentially, this represented an attempt by a country to re- 
main eligible for unconditional MEN treatment from other countries 
while practicing conditional MFN treatment itself. 

During the sessions of GATT, negotiations are initiated on a bilat- 
eral basis; each contracting party desiring to extend concessions meets 
'vith the major exporting country of every item under consideration. 
Although the initial bilateral bargaining is conditional, each country 
recogmzes that virtually all countries which might benefit from nego- 
tiations are represented and is therefore not impelled to save its bar- 
gaining power. Accordingly, participants are more willing to make 
mutual, reciprocating concessions. As the negotiations near completion 
many bilateral agreements are adopted, but with the unconditional 
MFN provision all bilateral concessions are extended multilateraUy to 
all other partiapants. 

Each particular participant receives not only the concessions it has 
bargained for directly, but also the indirect benefits from the simultan- 
eous negotiations of other bilateral agreements as the unconditional 
MFN treatment is implemented Tlie simultaneous bargaining of many 
pairs of negotiating teams Is conducive to reduced trade restrictions 
since each contracting parly is aware of the benefits it is receiving from 
the other nations prior to the consummation of the entire agreement. 

The success of GATT. Many advocates of trade hberalization ex- 
press the feeling that GATT has been useful as a medium for the pro- 
motion of a freer movement of international trade. It is. of course, im- 
possible to indicate specifically how successful GATT has been. The fact, 
however, that over 60,000 concessions have been granted attests to the 
progress which has been made toward trade liberalization since its 
inception. In 19-17, there were twenty-three member countries; by 1962 
a total of forty countries, including all the major countries except the 
USSR, and some of its satellites, were participating. In the 
gate, the contracting parties account lor more than three-Iourths rii 
world trade 

In addition to providing an instrument for tariff reduction, GATl 
has been successful in the settlement of international trade disputes 
By providing a public forum for airing of grievances and by making 
recommendations for their settlement, GATT has been able to reso'f 
a number of disagreements which other^we might have produced con 
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flict. In no instance is a member country forced to accept the leccm- 
mendatioiis of the CONTRACTING PARTIES. However, besides being 
subjected to diplomatic pressures, a coimtrj' which violates the princi- 
ples of GATT is subjected to economic pressures as injured parties 
%vithdra\v concessions which were granted presdously. A gro%ving re- 
spect for GATT has often induced the bilateral settlement of disputes 
before they reach that agency. 

On the negative side, the success of GATT in the elimination of 
quantitative trade barriers has been mote limited than anticipated. 
Many member countries maintained quantitative restricbons for bal- 
ance of pajmenls purposes much longer than was anticipated, and some 
members still emplo)’ these controls. This situation is unfortunate be- 
cause it was originally expected that multilateral rather than bilateral 
negotiations would be instrumental in the removal of qualitative con- 
trols. GATT itself has neitiier the authority nor the financial capacity 
to correct disturbances which create the need for quantitative restric- 
tions. 

Another problem has been the neces$it>’ of granting the United 
States a waiver for the use of quotas on agncultuial imports. Under the 
circumstances, the imposition of quotas was clearly a violation of the 
principles of GATT. At the same time GATT uould be of little value 
without the participation of the United States. Accordingly, the United 
States was reluctantly granted the waiver by other contracting parties. 

In summars', GATT has probably been an important factor in the 
growth in international trade in the post-war period. The association of 
such a large number of counlnes with a world-w-ide organization em- 
bod>’ing relatii'ely liberal rules of commeraal behavior is an accom- 
pbsbment in itself. This cooperation is in sharp contrast to the economic 
nationalism which characterized the period betw’een the two World 
Wars. 

Orgonizofion for Trade Coopcrofion 

GATT itself is essentially a wntfen agreement and as yet has no 
formal organization Because certain basic questions arise wth respect 
to organizational and administrative problems which tend to hamper 
the operation of GATT, the creation of a more formal and permanent 
administrative agency, the Organization for Trade Cooperation (OTC), 
has been urged by various GATT members. 

Proposed {iincttom for the OTC. The duties of the Organization 
for Trade Cooperation, primanK’ administrative in nature, would com- 
plement GATT and thus render the whole procedure of negotiation 
more effective. The need for a pennanenl organization became pressing 
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with the advent of negotiations with the European Economic Com- 
munity and the European Free Trade Association. 

The proposed OTC would be divided into three major parts: an 
assembly, an executive committee, and a secretariat. The assembly, 
which would provide the ultimate source of authority for the OTC, 
would include all GATT members and would convene annually. Tie 
executive committee, composed of a number of members of the GATT 
selected by the assembly, would undertake a variety of duties assigned 
by the assembly. The secretariat would perform such functions as the 
arrangement and sponsorship of negotiations, the supervision and pub- 
lication of studies, reports and statistics and the execution of other 
administrative details as determined by the assembly. 

Implemeniation of the OTC. The proposed OTC will come into 
existence as soon as it is ratified by a sufficient number of contracting 
parties. This number must comprise 85 per cent of the external trade 
of the parties. Since the United States accounts for more than 15 per 
cent of the world’s external trade. Congressional ratification is neces- 
sary before the OTCftan commence operation. 

The fact that the OTC stiH awaits Congressional acceptance lepre- 
sents a victory for the protectionist element in the United States, tegh- 
lative approval of membership in CATT has not been required. The 
Executive Branch assumed the right to participate by virtue of the 
broad powers granted under the Constitution to conduct foreign affairs 
and the authority received under the Trade Agreements Program. At 
the same time, Congress asserts in the RTA that “the enactment of this 
Act shall not be construed to determine or indicate the approval or 
disapproval by the Congress” of GATT. Membership in the OTC does 
require legislative approval which has not as yet been obtained. 

The United States and tariff policy. The United States is the major 
trading nation in the world, and its commercial policy has a significant 
impact upon the well-being of economies throughout the world. Amer- 
ican policy also exerts considerable influence upon the conduct of other 
governments in their external affairs. In a democracy the enactment of 
tariff legislation is fraught with difficulties arising from conflicting 
domestic interests. The United States and the rest of the world are far 
from achievmg a relatively free movement of resources, goods and ser- 
vices, but noteworthy progress has been made in this direction. Two o 
the more significant everrts promoting the liberalization of intematioM 
trade have been the enactment of the United States Reciprocal Tra e 
Agreements Program and the creation of the General Agreement on 
Tariffs and Trade. However, it is beb’eved that certain modifications 
required if the RTA is to be effectively used bv the President for trade 
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liberalization. For one thing, power to lower tariffs across the board 
rather than the item by item ajq^woach, would facilitate negotiations 
with the European Economic Community. Establishment of the OTC 
would also facilitate efforts toward unrestricted world trade. 

QUESTIONS AND PROBLEMS 

1. \Vhat is mearit by the “invinWe tariff?" List some examples of this type 
of import restriction. 

2. What is the purpose of (a) the escape clause, (b) peril points, and (c) the 
National Security Amendment? 

3 Each time the Trade Agreements Program comes up for renewal it appears 
to face increasing Congressional opposition. What might be some of the 
consequences if tanff making were to revert to Congress? 

4 Foreign eixporters frequently complain of the uncertainty which char- 
acterizes United States tanff and commercial pohcj'. Describe features of 
United States poL’cy which contribute to this uncertainty. 

5. Describe die major features of the General Agreement on Tariffs and 
Trade. 

6 "The General Agreement on Tanffs and Trade has been a relatively suc- 
cessful arrangement fat liberalization of world trade ^ Comment on this 
statement. 

7. WTiat are the advantages of multilatera} oegobation for tariff reductions 
as opposed to bilateral cegobabons^ 

S. How would the propos^ Orgaiuzadon for Trade Cooperabon assist in 
the process of trade hberalizatioo? 

9. “The Buy American Act serves to hdp maintain domestic wages and to 
protect the Amencaa standard of tviog." Comment on this opinion. 

10 As the world’s foremost trader, the United States would gain from freer 
trade "Why, then, doesn’t the United States initiate a more vigorous effort 
to liberalize trade? 
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The Development of 
Underdeveloped Areas 


is the sense of the Congress that peace depends on wider recog- 
nitionof the dignity and interdependence of men . . . 

'To this end, the United States has in the past provided assistance 
to help strengthen the forces of freedom by aiding peoples of less 
developed friendly countries of the world to develop their resources 
and improve their Using standards, to realize their aspirations for jus- 
tice, education, dignity, and respect as individual human beings. . 

As this passage from the International Development Act of 1961 
indicates, Congress has affirmed its intention of continuing programs 
of aid to underdeveloped countries These programs have met an im- 
portant need. As shown in Table 23,1, differences in economic condi- 
tions throughout the world are extreme* Unfortunately there is neither 
a simple explanation nor a ready solution for the problems of economic 
stagnation which grips populations in their struggle for survival. Eco- 
nomic growth is a complicated process. It embodies pohtical, social and 
psydiological elements. 

* Section 102, Part I (Act for intematiimal Development of 1961) Public La« 
87-193, 87th Congress 

_ " Because the data are estimates, caution must be used m the comparison of per 
capita incomes of diSercnt countnes. 
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TABLE 23.1 

EsnuATZD Per Capita Cross Nahomal Phococt Bt Region 1959 


Region 

CNP per capita 
(dollars) 

West era Europe 

833 

Africa 

125 

Near East 

1S3 

South Asia 

72 

Far East 

167 

Oceania 

1^00 

Latin America 

285 

Continental United States 

2,722 

Canada 

1,983 


Source: Office of Statistics and Reports, iDteraationa] CooperatioD Administration, 
Apnl 10, 1961. 

Nature and Scope of the Probtem 

A growing awareness of their relative poverty has stirred the peo- 
ple in the underdeveloped areas to an impatient damor for material 
improvement. The desire of many countries is for greater econoinic 
development 

Definitions of underdevelopment. By a simple definition, countries 
are classified as '‘underdeveloped" if die per capita income of their 
inhabitants is low, relative to other countries. A more extended defini- 
tion suggests that although underdeveloped countries presently have 
relatively low incomes, they do contain potential natural ’or human 
resources for a marked increase in income. Such resources are not being 
fully or efficiently utilized but await the introduction of complementary 
resources or structural changes ^vithin the productive system. By either 
of these definitions, most of the countries of Asia, Africa and Latm 
America are underdeveloped. 

EIcoQomic development is not usually prized as an end in itself. 
It is rather a means of procuring other objectives. Development and the 
corresponding higher real incomes are factors necessary to implement 
the attainment of other goals which vary not only among countnes 
but also among individuals. At the same time, this development is not 
desired to the exclusion of other prerogatives, such as civil hberbes, 
political freedom and national security. 

Description of underdeveloped areas. Although the underdeveloped 
countries differ considerably and hence preclude complete generaliza- 
tions, they do exhibit a number of similar features. By definition, one 
of the common traits of the underdeveloped areas is that per c^ita 
incomes are relatively low. Their poor economic status is reflected m 
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Other standards, including low calorie diets, literacy rates and life 
expectancy. In addition, and not unlike the advanced countries, wide 
extremes of income exist within each'country. 

Another characteristic is that the underdeveloped countries are 
predominantly primary-goods producers, with agriculhixe, mining and 
petroleum representing the major industries. Agriculture is a particu- 
larly important industry, commonly employing fom one-half to two- 
thirds or more of the labor force. However, even with this bi^ degree 
of specialization there is a minimum use of modem farming methods, 
and frequently the farmer is barely able to eke out an existence for him- 
self and his immediate family. In many countries, especially in Asia and 
parts of Africa, this sector contains “disguised unemployment” or 
“underemployment;” the marginal productivity of labor is very low, 
zero, or perhaps even negative. In other words, some of the workers 
could be removed to other types of employment without a decline in 
total agricultural output. 

An additional characteristic closely related to the foregoing fs the 
d^endenc© on one or two types of export itemsr usually raw mateiialji 
or foodshiSs, as the source of foreign exchange earnings. For example, 
over 60 per cent of the aggregate value of Bolivia's exports is comprised 
of tin; petroleum accounts for over 90 per cent of the value of Iraq’s and 
Venezuela’s exports; for Brazil, Colombia, El Salvador, Ethiopia, Guate* 
mala and Haiti, coffee constitutes from one-half to over three-fourAs of 
all export values. Furthermore, most underdeveloped countries are 
foreign trade oriented and exhibit a high ratio of exports to national 
product. The high foreign trade ratio of the underdeveloped ctfrmtries 
is not an indication of the benefits of specialization and international 
exchange; it is an indication of the fact that national product is rela- 
tively low.* 

Other traits typical of most underdeveloped countries are a high 
hirth rate and in recent years a declining death rate. This combination 
has created severe population pressures. The situation is in contrast to 
the advanced countries, where medical progress and reduced mortality 
rates accompanied or followed economic improvement and increased 
productivity. In the vmderdeve!«^>ed countries, the lower death rates 
have preceded economic advancement. As a result the growing popu- 
lations have often become a burden. 

Most of the underdeveloped countries lie within the tropical or 
subtropical belts, a factor of some importance in the quest for mgterial 

* Myrdal, Gannai. An Iti e m a i io nol Economy. New York; Haiper and Bn>tb«n 
PubMwrs, 1958, pp. 225-228. 
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advancement because a tropical dimate is not conducive to maximum 
physical effort. Peak labor efficiency is more readily attained in drier 
and cooler dimates. 

The underdeveloped countries as a whole play critical roles in the 
economic and political activity of the world. These areas are important 
economically to- the more advanced countries as sources of petroleum, 
tropical foodstuffs such as bananas, cocoa, coffee and sugar and cer- 
tain strategic materials, sudi as cobalt, manganese, tin and industrial 
diamonds. They are equally important as markets for consumer goods 
and producers’ equipment produced by the advanced countries. Poht- 
ically, most of these countries are either neutrals or are not strongly 
committed to either the East or West. A movement in either direction 
could result in a decisive shift in the international balance of power. 

Although the underdeveloped countries are similar in tfiese respects, 
some diversity is evident. A combinatioD of factors underlies the vary- 
ing degrees of basic preparation for economic growth among the differ- 
ent countries.* Economic advancement is more of a reality for those 
which have undergone a favorable evolution in social environment, hvft 
undertaken initial steps in developmental planning, and are aware of 
the additional requirements. Others possess very primitive cultures and 
institutions and meager natural resources. For the latter the outlook 
for development is bleak. 

Obstacles to Economic Development 

The transformation of the economies of these areas to facilitate 
higher standards of living is a complicated process. Inherent within the 
aggregate social, economic and political complexion of the poor coun- 
tries are a series of obstacles which render the transition to moderniza- 
tion a discouraging endeavor. The extent to which any of the particular 
characteristics impede development depends upon the country in ques- 
tion. For some countries, the major obstacles— political instability, pop* 
ulation pressures, low volume of savings, foreign exchange shortage, 
and influences of the past— appear almost insurmountable. 

Political instability One of the important single obstructions to 

<The Center for International Studies. Massachusetts Institute of Techwlogy- 
identifies three catagones of underdeveloiiW nations. This classification is _ 

based on the degree of development of social os-erhead capital See Center for Iri 
nabonal Studies “Economic, Social, and Political Change m the tlnoerdeveli^^ 
Countnes and its Implications for United States Policy," United States 
Policy, Massadiusetts InsUtute of Tedinology Printed for the use of 
on-Foreign Relations, United States Senate. Washington, D C. March. 19w 
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economic advancement is the political instability which frequently pre- 
vails in these areas. Niany of the underdeveloped countries, especially 
in Africa, have only recently been freed from colonial domination, and 
they have not yet established strong and mature central administrations. 
A number of them are undergoing political transformation, and the 
demand for self-determination has taken precedence over other objec- 
tives. Still others, although they have been independent nations for 
generations, remain unable to organize a government with sufficient 
permanence and authorit>’ to be conducive to economic advancement. 

A stable government is essential if the economy is to have a healthy 
producing sector. If under the eristing sy'stem the government is to 
be an achve producer it must be endowed with capacity to command 
and direct resources in a suitable fashion. If, under a contrary system, 
public-owned enterprise is opposed the government must still possess 
the ability to provide a favorable framework for private enterprise. 

An unstable government abo tends to deter the inflow of estemal 
capital. Foreign investors are acotely conscious of the risk involved in 
ventures in other lands, especially when this risk is intensified by threats 
of expropriation; civil strife or invasion from external areas. Occasion- 
ally, nationalistic tendencies and prejudices repel the inflow of capital 
and entrepreneurial abUit>'. In a similar manner, a stable political at- 
mosphere is needed to discourage “capital flights”— outflows of capital 
not motivated by higher returns elsewhere. Another factor which neces- 
sitates political integration is that economic development plans are 
essentially long-run in nature and can be best programmed by a central 
administration with relatively consistent attitudes and methods 

In these and other ways a govwnment exerts influence on economic 
activity both within and without its political boundaries Although a 
quiet political climate is probably a prerequisite for economic develop- 
ment, the opposite causal relationship may be true; Economic well-be- 
ing of the masses may be essential in order to attain political maturity. 
Hence, economic and political factors are closely related, and the allevi- 
ation of one problem may serve in part at least to solve the other. 

Popuiation pressures. A second obstacle to economic advancement 
is population density’— the high ratio of people to available resources 
Population pressure, the outgrowth of a high birth rate and in recent 
years a declining death rate, is particularly significant in Asia and much 
of Africa Modem science and medidne have made spectacular progress 
in contracting the mortality’ rate Frequently the prevention of disease 
has taken a simple and incTpensive fonn, for example, the use of D.D.T. 
to reduce the threat of malaria and other diseases. Generally, the rate 
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of population gro%vth is substantially higher in the underdeveloped 
regions than in the more advanced countries.® 

A large population can be interpreted as a problem only when related 
to natural resources, technological developments and capital. Although 
population density is higher in both Great Britain and the Netherlands, 
for example, than in most of the underdo’eloped regions, it is generally 
not considered a major problem ui these two countries. The difBculty in 
the poor countries is that population has continued to expand without a 
comparable expansion in productiod of foodstuffs and other means of 
subsistence. In any economy population assumes two roles: it is both a 
productive and a consumptive agent. In the underdeveloped countries, 
consumptive needs have tended to outdistance productive abilities. In 
non-Communist Asia, for example, population has increased about 27 
per cent over the pre-war level, whereas the production of rice— the 
primary staple food of the Orient— has expanded only 18 per cent.® 

The "population explosion” retards economic grmvth because such 
growth demands restraint from current consumption to add to the stock 
of capital goods. The problem assumes more severe proportions when 
a large share of the population already exists on a subsistence level In 
order to raise per capita incomes the rate of grosvth in production must 
exceed the rate of population growth. Population pressure also tends to 
accentuate other problems, it contributes to unemployment and under- 
employment, social discontent and to political instabih'ty. 

Various solutions to population density have been suggested. Thus, 
birth control has been proposed. But it is generally not feasible due to 
ignorance, customs or religious restraints. Emmigration could prove a 
partial remedy but mass international population movements have been 
precluded since the early 1900s when many countries instituted selec- 
tive immigration. A major alternative is an accelerated rate of growth 
in productive capacity. 

Limited savings. A third obstacle to economic development is 
closely related to population pressxire. It is the low rate and volume 
of savings. Savings, the difference between production and consump- 
tion, is mandatory for capital formation which in turn permits an ea- 
largement of productive capacity. Resources must be diverted from the 
creation of consumer goods to the creation of producer goods if future 


* The average annual increase in world population is estimated at 1.7 
For Asia, the estimated annual mcrease is 1 8 per cent; Afnca, 1 9 per c«t. w®*™ 
and South America, 2 3 per cent, and for Centra! America, 2.7 per cent See 
Nations. 19J9 Demographic Yearbook. 1960, p. 127 - r c. f.. 

8 See The Mutual SecurUv Program Fitcid Year I960. Department of ^ 
Department of defense and lutwnab'onaJ Cooperitioa Administration, 

D a. 1950, p. 120. 
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output is to be expanded. But reduced consumption, or higher savings, 
is difficult and entails sacrifice where subsistence levels are already 
near the minimum. 

The paucity’ of savings in the underdeveloped areas, which range 
from 3 to 8 per cent of gross national product as compared to 15 per 
cent in the United States, stems from several factors. An underdeveloped 
country is subject to a vicious circle: Savings are low because of low 
income; income is low because of inadequate productive capacity and 
capital formation, and capital formation is low because consumption is 
high, or saslngs low. Too, the volume of savings is low because attitudes 
do not foster thrift and frugality Another factor is that banking facili- 
ties and organized capital markets to channel savings into productive 
ventures are frequently inadequate. 

Foreign exchange shortage An important additional obstacle to 
economic development is the shortage of foreign exchange, or the in- 
ability to obtain sufficient external resources. Foreign exchange is essen- 
tial for the importation of capital goods, equipment, and other items 
which cannot be produced domestically because of the present state of 
technology and the low volume of domestic investment. External re- 
sources, by complementing and hence providing a more efficient use of 
internal resources, permit borrowing countries to expand productive 
capacity svith less curtailment of domestic consumption. 

Normally, during early stages of development, a country secures 
foreign exchange by exporting goods and services and b>’ borrowing 
from abroad. Attempts to expand the supply of foreign exchange en- 
counter difficulties; In most instances, the underdeveloped countries 
depend extensively upon the exportation of one or a few types of raw 
materials, and these frequently face an inelastic demand. Accordingly, 
increased shipments of such materials, facilitated by lower prices, may 
result in a smaller volume of exchange receipts A closely related factor 
hindering development is that world market prices of raw materials 
fluctuate considerably’, and this results in an unstable fiow of exchange 
receipts and contributes to balance of payments difficulties. 

The supply of foreign exchange is also augmented by an inflow of 
capital from pri\'ate investors. Howei’er, this inflow has been insuffiaent 
to insure an adequate growth in foreign exchange holdings. The flow 
of private investment has been retarded by such factors as political 
instability’, East-West tensions, and high returns on capital in the ad- 
vanced countries. The great need for foreign exchange, coupled with 
the scarce supply, has induced many underdeveloped countries to initi- 
ate exchange controls in an attempt to assure that receipts are employ- 
ed in what is regarded as the optimum fashion. 
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Influence of the past. Customs and tradition in the underdeveloped 
areas— the influence of the past— impose a signiflcant impact upon eco- 
nomic activity. Since this influence varies considerably from area to 
area, its importance as an obstacle to economic development can best 
be illustrated by briefly examining a fesv cases. 

Conspicuous consumption, which occurs primarily among the rich 
of these areas, tends to dissipate what might otherwise be savings to 
be mobilized for productive ventures. Rigid class barriers, which malce 
it difficult to seek a higher social and economic status, lend to discour- 
age individual incentive and the search for self-improvement. Barrien 
to occupational mobility restrain the pursuit of a better economic posi- 
tion, thus discouraging the growth of a professional group, an entre- 
preneurial class, skilled workers, and a more productive group of 
unskilled workers Strong family or tribal bonds discourage geographic 
mobility, young workers often hesitate to accept employment else^vhe^e 
even if monetary rewards are greater Iminobility of the labor force is 
one of the factors contnbuting to the high rate of underemployment in 
agriculture. 

In a variety of ways the influence of the past survives to mold th* 
present environment. Reverence for custom and tradition itself inhibits 
the change necessary for economic development. 


Foundations of Economic Development: 

Lalssez Faire, Directed and Planned Economies 

The philosophy of most Western countries toward economic devel- 
opment has traditionally been steeped in laissez faire The belief that 
self-interest is compatible with national interest dates back to the 
Physiocrats, Adam Smith, and the decline of Mercantilism IVestern 
economies still reflect this heritage and are dominated by itt thoug 
there are indications of an evolution in ideas manifested in the chatig" 
ing role of government. Laissez faire has provided the foundation 
the early stages of development in most Western economies. Althoug 
governments did play a role in the process, it was generally restrict 
to providing a favorable framework within which private enterpnse 
could flourish 

Modem trends in gooemmental participation A number of 
events since the late nineteenth century have cast some doubt tm 
wisdom of complete reliance on laissez faire to promote economic cv^ 
opment and to maintain national prospenty. One significant event « 
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the rapid transition of Japan from a semi-feudal to a modern industrial 
economy. Under rigid direction and control, the Japanese government 
was able to by-pass some of the normal steps in development and thus 
accelerate the tempo of growth, the means by which the objec- 

ti%e3 were achieved may be questionable and incompatible \snth West- 
ern ideals, modernization did proceed in a manner different from 
laissez faire. 

A second significant event in the twentieth century was the Com- 
munist triumph in Russia and the ensuing transformation of this coun- 
try to a first-rate world power within the span of fifty years. Again, 
while the techniques employed are not acceptable to the Western mind, 
the growth rate obtained is impressive 

Other events which have shaken the faith in a minimum of govern- 
mental action stem largely from the economic depression of the thirties. 
Since that time the United Stales government has undertaken more 
extensb'e intervention in economic hfe. Great Britain, Sweden and other 
nations have resorted to more drastic measures in an effort to maintain 
prosperity and economic growth. 

Laissez faire and economic development The above examples are 
not cited in an attempt to prove that laissez faire is not a sufficiently 
solid foundation upon which the underdeveloped countries can hope 
to build their economies Rather, such examples are suggested to illus- 
trate that laissez faire is not a requisite for economic development and 
that the laissez faire doctrine does not today dominate economic think- 
ing as it did in times past. Governments are likely to play a more deci- 
sive role in the economic activity of the present underdeveloped coun- 
tries than they did in the past of the currently advanced ones 

The high degree of governmental participation in the present drive 
for economic development is exemplified by the governments of India 
and Communist China, both of which are involved in a considerable 
amount of planiung, direction and coordination of resources. Beyond 
this, the similarities end. Although the Indian government engages in 
central planning and to a certain extent in active production, it relies 
extensively on individual action and private enterprise to perform im- 
portant productive functions essentia] for economic growth The Chin- 
ese government, on the other hand, deliberately subjugates individual 
action and bases virtually all economic performance on group partici- 
pation and collective operations to advance the growth rate. The mea- 
sure of success attained by these two governments, with their differing 
basic philosophies, will very Lkely infiuence the conduct of other devel- 
oping nations. 
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Methods of Economic Development 

Generally, the underdeveloped countries recognize that to effectu- 
ate economic groivth certain domestic conditions must be altered and 
obstacles surmounted. Their social, economic and political institutions 
have not been conducive to the material progress which characterizes 
other areas. They seek means to overcome their predicament and to 
accelerate the rate of economic growth. 

The role of govemmeni. The governments of underdes’eloped 
countries*must assume a forceful role if their respective economies are 
to improve. Active governmental participation conceivably can range 
from proriding a framework within which private enterprise can func- 
tion as a minimum, to a maximum where the government replaces pri- 
vate enterprise completely. 

^Vhatever the degree of government partidpation, it must create 
and maintain essential basic institutiODS such as enforcable contracts, 
protection of property and a reliable and flexible medium of exchange. 
Government may also be called upon to provide sodal capital, 
investment in resources such as housing, schools and hospitals which 
are Indispensable to a modem economy but which frequently do not 
afford a profit adequate to attract private enterprise. 

Active participation by governments. Many governments belies'e 
that, even with the introduction of soda! capital and a favorable en- 
\’ironment, resources are not bemg allocated rapidly and effectively. 
As a result they have assumed a more active role in the use and coor- 
dination of resources and have implemented a number of techniques 
to achieve this objective. 

One major problem has been the low volume of savings which im- 
pedes capital formation. This situation has been alleviated in part by 
increased taxation, where possible. The revenue obtained has been 
plied to a variety of government projects or extended as loans to pn- 
s-ate enterprise. A number of countnes have development banks which 
channel tax receipts and other funds into projects which appear esscu- 
tial for economic growth. 

In view of ibe scarcity of foreign exchange, the gtsveraments ot 
most tmderdeveloped countries have resorted to exchange and import 
controls. These controb are generally part of programs designed^^ 
conserve foreign exchange for such imports as producers’ goocb, wl^ 
are vital for economic gro^vth and which cannot be readily produceu 
domestically. 

Other forms of import barriers have been imposed in some cas 
especially where domestic unemployment or underemployment prf- 
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\'ails. Labor, whether employed or unemployed, remains a social cost 
and hence might as well be utilized to produce items which are nor- 
mally imported even if they can be obtained more cheaply from abroadJ 

Governments and private enterprise. Government planning agencies 
in many underdeveloped countries have concluded that an insufficient 
amount of resources is being allocated to certain key industries, such 
as power, communications and transportation. These industries require 
a large initial outlay and, because of the length of time required to 
complete the facilities, frequently do not provide an immediate return 
to private investors. \Vhere private enterprise is unsvilling or unable to 
enter these fields, governments often construct the facilities. For similar 
reasons, government operations have been undertaken in various other 
fields, such as iron and steel, mining and other heav>’ industries. In 
India, opinion holds that the development of certain industries cannot 
be allowed to depend upon action in the private sector, that the govern- 
ment must encourage private enterprise and even operate some strategic 
industries. 

Sudi governmental participation does not always supplant private 
enterprise-it may merely complement it Governmental o^^^3e^ship of 
basic facilities such as power, communications and transportation 
should reduce costs in other fields and act as an inducement to private 
enterprise. Joint public-private operations have been initiated in other 
insUnces on the premise that some types of production would not other- 
wise be undertaken. 

Finally, public enterprise has been considered useful for initiating 
production in certain lines and eventually turning the operations over 
to private hands. In Chile, the state has initiated productive ventures 
on the assumption that equity capital would eventually be made avail- 
able to the private sector. 

Private enterprise, insofar as it is induced to undertake operations 
in a given industry, is often held to provide, under most circumstances, 
a better use of resources than pubh'c enterprise. It cannot afford to 
waste resources since production costs are a major factor determining 
the profitability of operations. Private enterprise also creates an atmos- 
phere conducive to individual initiative and freedom. 

Specialization vs. diversification. The present underdeveloped 
“ontries have long specialized in the production of certain raiv mater- 
ials. At the same time their incomes have remained relatively low. 

’ The Cesenl Agreemeat oa Tariffs and Trade authorizes the underdeveloped 
'c'uuWes to use import restrictionj onder eataia draimstances to encourage infant 
“Mrirte (Artide XVIII). Also, countries are permitted to utthze quantitative 
‘^’^detisas to forestall a serious decline in monetary reserves (Artide XI1>. 
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Other countries have diversified, become industrialized, and have gen- 
erally shown marked increases in material gain. In view of this, under- 
developed countries frequently conclude that industrialization is the 
necessary and sole requirement for higher per capita incomes. Income, 
of course, depends not upon the t3rpe of economic endeavor but rather 
upon the degree of productiveness accomphshed within any particular 
tjqie of pursuit. Yet while industrialization and economic advancement 
cannot be regarded as sj’nonomous, under some circumstances a cer- 
tain amount of industrialization may prove to be the only feasible solu- 
tion to the problem In iheir roles as planning agencies, governments 
of the underdeveloped countries must make decisions concerning con- 
tinued speciahzation in primary-goods production as opposed to estab- 
lishment of a certain amount of diversification. 

Advantages and disadvantages of specialization. In making this 
decision a variety of factors needs to be taken into consideration. Ex- 
tended speciahzation in primary products ratuial to the region, offer- 
ing the possibibty of increased exports and hence a greater volume 
and variety of imports, is advantageous in that it results in a minimum 
of social and economic change. A second benefit is the possibility of 
increased productivity in the agricultural sector for example, with hybrid 
seeds, improved strains of hvcstock, crop rotation, irrigation, and other 
methods which utilize local resources more extensively than industriali- 
zation. 

One of the more difficult situations involved in agricultural special- 
ization relates to a variety of problems falling under the term “land 
reform.” Land reform imphes different things in different countries, but 
it is generally conceived as a type of change which wll bring about a 
better allocation of resources It may refer to the ownership of land, 
size of holdings, taxation of property and rights of tenants, among 
other things. Land reform is a particularly difficult problem because of 
its pobtical and social implications. The solution which is most condu- 
cive to higher agricultural productivity and economic development 
may or may not be acceptable to vested interests or to the population 
at large. 

A number of serious disadvantages accrue with continued special- 
ization An inelastic foreign demand for raw materials may preclude ^ 
expanded supply of these items if exchange receipts are to be increased. 
Additionally, the demand for these produrts is presumed to be in«me 
inelastic, as world incomes increase, the demand for raw materials does 
not necessarily increase as rapidly. Another factor is that, with ® ^ 

tive over-abundance of agricultural labor, a country may find it 
difficult to utilize the labor force fully and effectively. Increased agncu 
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tural productivity may tend to make labor even more redundant and 
difficult to assimilate within this sector. 

A danger associated with specialization is that through the ejcport 
of one 01 a few types of products, the economies remain subject to sub- 
stantial changes in foreign exchange earnings caused by minor fluctua- 
tions in economic activity in advanced countries. Extreme concentration 
on one or a few products ties the fortunes of the underdeveloped coun- 
tries closely to market conditions in major importing areas. Since a 
decline in demand for their narrow range of products is not cushioned 
by a steady flow of exchange receipts from other sources, they may be 
placed in a precarious position.* 

Adoanfages and disadoantages of dioersification. From the fore- 
going, it follows that intensified raw material production may not offer 
aa adequate long-run growth potential for some areas. As another alter- 
native, an underdeveloped country can attempt a certain amount of 
diversification. This diversification may be introduced with the initia- 
tion of small industries which, at least in their early development, 
provide goods and services for local markets. In some cases, further pro- 
cessing of raw materials may be feasible before exporting them. Accord- 
ing to one author, enterprises may be encouraged which are either 
Torelgn-exchange-saving," in which case output replaces usual imports, 
or “foraign-exchauge-eaming,” in which case output actually enters 
world markets.* 

Industrialization entaib a major disadvantage in that generally a 
larger volume of external resources— equipment, supplies and materials— 
must be available before operations can be implemented. In many un- 
derdeveloped countries some of the ingredients of industrialiaation, in- 
cluding specialized types of equipment, entrepreneurial and managerial 
ability, are not always available locally and may be difficult to obtain 
from foreign sources. The struchiral changes which accompany indus- 
trialization are extensive and require a shift of resources and a ^eater 
deg:ee of usbaciratwa. 

The advantage of industrialization is that jt can yield a practical 
way of utilizing an abundant supply of labor. In view of the relative 
availability of resources, industries utilizing a high ratio of labor to 
capital are most feasible economically. Items which aj 5 neither income- 

* The foreign exchange problems encountered by the *‘one-crtip’’ econojiies are 
examined more carefully in chapter 26^ which considers international commodity 
agreements. 

* See Krause, Walter Economic Deoebpment San Francisco: Wadsworth Pub* 

Company, Inc., 1961, pp 13S-14a 
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nor price-inelastic on the world marlcets may be produced and hence 
permit an expansion of foreign exchange receipts. In this connection 
diversified exports enable a country to spread the risks; a decline in de- 
mand for one product bears less heavily on its balance of payments 
position. 

Unfortunately, perhaps, many underde%'eloped countries have come 
to view programs of extreme industrialization as the only method of 
raising national incomes. In so doing there has been a tendency to under- 
estimate gains which can be made through improvements in the primary- 
goods sectors. But the policies best suited to accelerate growth will vary, 
depending upon the nature of conditions in each country. For these 
countries in a position of dependence upon a narrow range of export 
products and with a high rale of unemployment or underemployment, 
a certain degree of industrialization may be a desirable approach. Actu- 
ally, more industries need not necessarily result in a net reduction in 
specialization To the extent that ivorlcers are not fully employed, pri- 
mary production might be maintained and still a portion of the labor 
force can be devoted to the manufacture of other types of goods, partly 
for domestic use and partly for export. 

The need for external assistance. In the pursuit of economic growth, 
many underdeveloped countries have experienced difficulty in raising 
the domestic resources necessary to fulfill the requirements for a satis- 
factory rate of grow'th. Many of them have found it impossible to hold 
down the level of consumption Accordingly, when the desired amoiiot 
of private and public Investment takes place money demand exceeds 
real capacity and inflation occurs. It is unlikely that most underdeielcf^ 
ed countries, under other than a totalitarian government, will be able 
to arrive at a stage of self-sustained growth without substantial external 
assistance. The international movement of resources not only assW 
the developing economies, but also facilitates an optimum use of 
resources. 

Assistance derived from investment. To obtain additional exfenia 
resources, a country’s imports should exceed exports of goods and sa 
vices and the difference be offset by borrowing from private or pul’ 
sources abroad. Unless this is done, it must become a recipient of 
Each method has certain advantages. An inflow of private invesW* 
(especiallv direct r’vestment) not only supplies supplementary resou^ 
but also facilitates the transfer of skills, business organization, and t^^^ 
nology frequently lacking m imderdeveloped countries. However, pu ^ 
investment from both national and international agencies is incie**^^ 
being accompanied by technical assistance. 
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To assert that an inflow of either public or private capital is essential 
for development in no way implies it will be forthcoming. Private invest- 
ment flows primarily in accordance with the degree of business interest 
relative to the degree of risk. National and international agencies are also 
loathe to extend credit unless there is adequate assurance of repayment. 
Probably the most important factor in attracting capital is that the govern- 
ments be stable, mature and capable of protecting property, all of which 
reduces the risk factor. Additional incentive can be provided by fav’orable 
tax laws and equitable earnings and capital remittance rights. 

The nature of other forms of assistance. All forms of investment of 
course require repayment,- which means that eventually a bo^ro^ving 
nation must be able to attain an export surplus. For «ome of the extremely 
poor countries, eventual repayment appears highly improbable in the 
immediate future. Here the receipt of grants, soft loans and long-term 
public loans may be essential. Such assistance is primarily given at the 
discretion of the donor or creditor and may be motivated politically rather 
than economically. A number of countries occupying strategic geographic 
positions, such as Afghanistan, India and Indonesia, have received eco- 
nomic assistance from both the United States and the Communist Bloc. 
Since the end of World War II, both national and international agencies 
have augmented assistance, motivated largely by the relatively inadequate 
flow of private capital and by the groiving awareness of the political impli- 
eadoas of widespread poverty. 

Summary and conclusions. Economic development of these areas 
may require external assistance, but the essential nourishment of cumula- 
tive growth must originate from domestic sources. In addition, economic 
advancement cannot be accomplished in a short period of time or with- 
out sacriSce on .the part of the population. Furthermore, such sacrifice 
will not offer immediate rewards in the form of higher consumption 
standards if self-sustained growth is to be attained. The expansion of an 
economy's productive capacity m the form of schools, roads, equipment 
and factories is of long duration; only when attained, can real benefits 
be reaped. 

In general, the task of the planning agency' must be to enlarge the 
productive capacity of the economy. This requires making a fuller and 
more efficient utilization of local resources, encouraging the use of extern- 
ally borrowed or granted resources, and encouraging the diversion of 
some resources into use in capital fonnation. In many instances, economic 
problems wiU be solved in part by iafluenong non-economic factors. For 
example, the removal of social and poUtical impediments wiU help foster 
economic development. 
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QUESTIONS AND PROBLEMS 

1. Describe the major obstacles to ecoaomic growth in the underde\'eloped 
regions. 

2 Many underdeveloped nabons have been called “one-crop" economies 
WTiat IS the significance of this charactensbc in terms of prospects for 
economic growth? 

3 “Since the labor force represents a factor of production, the populabon 
density which charactenzes many backward nabons might be considered 
a valuable asset m accelerating the rate of economic growth." Comment 
on this statement 

4 ^Vhat factors make it difficult for iinderdevelc^ed areas to erpand th«r 
supply of foreign exchange^ What actions might they take to stimulate 
an inflow of foreign capita!^ 

5 “In an analysis of the underdeveloped countnes, it is impossible to con- 
sider economic factors independent of polibcal and social factors " Evalu- 
ate this opinion 

6 What IS the economic and pchbcal sigiuGcance of the underdeveloped 
areas within the context of the cold war and mcreased intemahonal ten- 
sions’ 

7 Is continued specialization, as embodied in the doctrine of comparative 
costs, the best alternative for these areas’ 

8 Many Amencans express die feeling that United States aid should not be 
extended to those nations which do not rely completely upon the pnn- 
aples embodied in laissez faire and private enterpnse Comment 

9 It is frequently suggested that, whde economic growth may be assisted 
from external sources, the essential impetus and noumhment of cumula- 
tive growth must onginate domestically What is the bans for this 
suggestion? 
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United Nations Financial Programs 

“There is a curious notion that the protection of national interest 
and the development of mtemational cooperation are conflicting philoso- 
phies— that somehow or other men of different nabons cannot work to- 
gether without sacrificing the interest of their particular nation. There 
has been talk of this sort— and from people who ought to know better. , . 

■\Vith these words Secretary of the Treasury Henry Morgentbau Jr. 
closed the conference at Bretton Woods, New Hampshire, on July 22, 
1944, where the Arbcles of Agreement of the International Monetary 
Fund and the International Bank for Reconstruction and Development 
were hammered out. They marked the start of an era in international 
financial relab'ons in u'hich cooperation was expected to take its place 
beside competition in world affairs. 

Efforts toward this goal were sponsored by the United Nations and 
took the form of a number of international arrangements designed to 
foster political, social and economic cooperation. Some of the more 
ambitious programs inaugurated were in the general area of international 
trade and finance. This chapter examines the institutions of the United 
Nations designed to cope svith problems in the realm of international 
finance— the International Monetary' Fund, the International Bank for 
Reconstruction and Development, the International Finance Corporation 
and the Internationa] Development Association. 

The Nature ond Significance of International Financial Cooperotion 

Cooperation in international finance was motivated by a number of 
factors. In general, the over-al! objective was to achieve a high level of 
international exchange and a more economic use of the world’s resources. 
The four institutions were designed to cope with the fundamental factors 
causing restricted trade. As a means of attaining this objective, die insti- 
tutions provide assistance for countries experiencing temporary balance 


421 



■<22 MODERN IKTERMATIONAI ECONOMICS [Ch. 24 

of payments deficits, for those areas which suffered severe war damage 
to productive capacity and for tenons undertaldng programs of eco- 
nomic development. 

The need for monetary cooperation was evident in the years preced- 
ing World War II. The demise of Ae gold standard was not followed 
by cooperative payments arrangements. Governments were unwilling to 
subject their respective economies to adjustments arising from changes 
occtirring in the external world, and economic nationalism plunged the 
world into monetary disorder. 

International cooperation was necessary to avoid a recurrence of 
competitive exchange devaluation and unilateral commercial policies 
which were responsible for the ensuing decline in world transactions 
during the thirties. World War H exaggerated these problems; frequently 
it was necessary to resort to bilateral arrangements for the maintenance 
of even a minimum level of trade. Many nations were concerned about 
these conditions and hoped that a high level of multilateral trade would 
be restored in the post-war period. 

For success in inlemationa! cooperation, domestic polides of individ- 
ual nations, espedally those related to the level of production and employ- 
ment, required coordination on a world-wide scale. However, such inter- 
national cooperation was acceptable to the various governments only if 
they were able to retain a certain degree of freedom of action on domestic 
matters. Essentially, the problem was one of inducing member govern- 
ments to pursue domestic employment policies which were compatible 
with international cooperation and harmony in world monetary affain. 

The KeyneS’Whlie debate. The post-World IVar II planners recog- 
nized that a return to the nationaUstic pobcies prevaiUng in the 1930’s 
might be disastrous. They also generally recognized that a revival of the 
nineteenth century gold standard was hardly feasible. Still it was hoped 
that some type of organized cooperation could preserve stability of 
exchange rates, provide currency convertibility and restore multilateral 
trade.* Most of the early aspirations centered on some form of global 
institution capable of dealing directly with conditions of external disequi- 
hbrium Such an institution would assist countries experiencing deficits 
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goals of the hvo schemes, relative stabilit)’ of exchange rates coupled \Wth 
a degree of national independence in domestic affairs, ere similar, the 
proposals differed on the means by which to achieve the objecbves. One 
major difference bad to do with the extension of credit. The Kejnes Plan 
proposed an automatic extension of credit to deficit nations which would 
assume the form of o\'erdraft privileges against an international organiza- 
tion. The Wliite Plan proposed that credit needed by deficit countries be 
financed out of contributions established in advance by member countries 
In addition, assistance would not be extended automatically, in some 
instances, the deficit nation would be e.Tpected to meet certain require- 
ments before credit was made available. 

A second difference concerned the quotas of member governments. 
The WTsite Plan recommended a quota based on each country’s holdings 
of gold and free foreign exchange, the magnitude and fiuctuations of its 
balance of payments, and its national income. These quotas would deter- 
mioe the votiag rights of member countries, the amount of credit which 
could be obtained from the organization and each member's financial 
contribution to the organization. The Keynes Plan suggested a quota 
based on a percentage of a country's exporti and unports during some 
pre-war penod. This quota would delemune the share of each participant 
in the management of the organization and the extent to which a country’ 
could utilize its available credit. 

The plans agreed that the organization should provide financial 
assistance to be used only for balance of payments purposes The problem 
of a shortage of long-term credit for other objectives was to be assigned 
to a complementarv’ international institution ^ The International Monetary 
Fund was die result of a compromise which, while favoring the ^^’h^te 
Plan, also reflected the influence of the Keynes' proposal. The complemen- 
tary’ institution created to provide long-term credit was the International 
Bank for Reconstruction and Development. 

The Bretton Woods Agreements By the time representatives of the 
major nations of the world assembled in Bretton U’oo^ for consideration 
of post-war cooperation, the objectives were well known Both the WTule 
and Keynes Plans had undergone considerable study and discussion.* 
The hope of the conference was that iDlemational planning could partiaDy 
succeed national planning and thus avoid the sometimes chaotic condi- 
tions of the foreign exchanges during the inter-war period. Finally, there 

* For a more complete comparison of Ibe Wliite and Kcj-nes Plans, see Robinson. 
Joan, The lufemabonal Currency Proposals," m The Seir Ectmemics, (Ed.) Seimour 
E. Harris. New York- Alfred A. Knopf, 1950, pp 342-3SS. 

* The Bretton Woods conference was attended by aB member countnes of the 
United Nations The major nations whidi do not participate in the international 

institutions elah»3Tated there inchide Switzerland and the U. S S. R. 
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was a desire that the flow of intemational investment would be ade- 
quately revived to assist in world economic adjustment. 

The approach at Bretton Woods, which was strongly international 
in philosophy, stressed world-wide planning and organization. An import- 
ant basic assumption, which reflected the idealistic nature of the 
approach, was that intemational trade would flourish in a framework of 
free currency convertibility after the post-war transition. The use of 
quantitative import controls and discriminatory trade practices was to 
be avoided. An integrated world economy characterized by a high level 
of multilateral trade was anticipated. This integration would be realized 
as governments influenced their respective economies in a manner con- 
sistent with intemational rules and policies. This approach was embodied 
in the Intemational Monetary Fund. 

International Monetary Fund 

The major funrticm of the IntErnalionaf Monetary Fund (IMF) rs 
to assist countries in their balance of payments problems. By aiding 
countries to maintain stable rates of exchange and to overcome tempor- 
ary balance of payments disturbances, it was hoped that self-seeking com- 
mercial policies could be dampened and that exchange controls, especially 
over current transactions, could eventually be abolished. The IMF, as 
a medium for consultation and association, for research and the dissemina- 
tion of information, is also an agency for promotion of cooperation on 
international monetary affairs. 

Operations of the IMF. Assume that at a given rate of exchange, a 
member country encounters external disequilibrium: for example, the 
amount of foreign exchange it desires exceeds the amount it earns. 
Rather than taking recourse to an immediate currency devaluation or 
imposition of trade restrictions as might have happened in the thirties, 
it is expected to draw on its own slock of foreign exchange. If its holdings 
are reduced and the deficit persists it is afforded an opportunity to borrow 
a certain amount of foreign exchange from the IMF. In some cases, the 
borrower may be expected to curb domestic inflationary tendencies which 
increase the pressure on its balance of payments. 

If the deficit persists despite the assistance from the IMF and the 
application of appropriate domestic measures, the conclusion might be 
drawn that the country’s rate of exchange is overvalued. The final step 
IS a depredation of the currency, which is generally accomplished after 
being sanctioned by the IMF. Thus the IMF assists in maintaining stable 
exch.nnge rates and orderly adjustments in event of balance of payments 
difficulties. 
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In the illustration, a countrj’ is experiencing balance of pajTnents 
difficulties at a gi%en rate of exchange. The determination of this rate 
was to have been one of the first taslcs undertalen by the I^IF This 
appeared to be a difficult task because of Nsar-tiine inflation, reduced 
les-els of exports, the destruction of productive capadri-, the need for 
imports and shifts in trading patterns. Accordingh*, the existing rates of 
exchange which apparratly suited Ae drcumstances and desires of Ae 
members were accepted on Ae conA'tion that Aey would be altered 
subsequently if warranted by conAtions. 

If a coimtrj' is eAaustmg its supply of reser%'es at a given rate of 
exchange, it can secure credit from Ae IMF for financing what is pre- 
sumed to be a temporal)' balance of pa>meDts defidt. This credit is made 
a\'ailable from a fund created by Ae contnbuaons from all member 
nations. There are, however, limits on Ae amount which a defidt member 
can obtain from Ae Fund. Tbe maximuin Laut is normally equal to 125 
per cent of Ae borrowing country’s assigned quota, but generally Ae 
maximum available in an>' one year is an amount equivalent to 23 per 
cent of Ae country's quota. 

In Ae process of obtaining credit from Ae Fuad. Ae deficit countr) 
exchanges its own currenc)* for Ae foreign currency or currencies of 
whiA it is experiencing a shortage. the debtor's externa! problems 
are eased, it is expected to return Ae borrowed currency and retries e its 
own currency wiAm Aree to five years Repayment U encouraged by 
Ae service charge, up to 5 per cent, on borrowed curreades. Since 
Ae IMF stands ready to extend credit to defidt countries, Ae need 
for exAange controls, import restrictions and currency depreaation 
is lessened. 

Since a country can borrow a maximum sum equivalent to 25 per 
cent of its quota m one year for several years, it is accorded a limited 
amount of balance of payments assistance throughout Ae penod Should 
Ae country’s defidts be large and chronic, it becomes obvnous that this 
country’s balance of payments is m a state of “fundamental disequi- 
hbrium'’ and Aal its rate of exchange may not be realistic. Hence tl 
may seek to devalue its currency Devaluation, under most circum- 
stances, tends to correct disequilibrium doe to excessive imports, since 
one result is that exports are encouraged and imports discouraged The 
wuntry may exercise independent action for a devaluation of 10 per 
cent or Jess. If Ae devaluation desired is greater than 10 per cent, Ae 
country must secure agreement of Ae Fund. 

According to Ae .Articles of Agreement, an alteration of Ae rate of 
exchange is auAorized if such a measure is necessary for correction of 
a fundamental disequAbnum." Howe^w, Ae .Articles fail to define a 
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situation of fundamental disequilibrium. In practical applications, a 
change in the exchange rate is normally sanctioned when a country experi- 
ences a persistent deficit which cannot be corrected by means other than 
domestic deflation or more restrictive import barriers. 

Because the IMF was designed to assist countries in balance of pay- 
ments adjustments, it was presumed that after the post-war transition, 
free currency convertibihty would become the rule of the day. Although 
the IMF Agreement forbids exchange controls on the current account, 
it permits certain exceptions. If the demand for a country’s currency is 
so great diat the IMF’s supply of it is threatened with depletion, the 
IMF can declare that it is a “scarce currency,” thus permitting other 
members to impose exchange controls on that particular currency and to 
ration the supply to domesbc buyers. The IMF allowed members to 
maintain existing exchange controls temporarily, but these were to be 
eliminated after the post-war transition. A majority of members retained 
controls under this provision long beyond what was considered the post- 
war transition. Subsequently, many of them were able to accept the 
obUgatvoTis of convertibility for their currencies. Since 1952, the countries 
using exchange controls have been required to consult periodically with 
the IMF on the need for the continuance of such restrictions. 

To assure that members follow the principles embodied in the 
Agreement, the IMF retains the power to deny access to its resources to 
deficit countnes which fail to make a serious effort to correct external 
disequihbnum and to those which violate the Articles of Agreement. 
The IMF has the authority to expel a member if it freely and independ- 
ently violates the code of behavior set forth in the Agreement. 

Structure and organization of the Fund. The financial resources of 
the IMF are derived from the contributions of each member country. 
Contributions are based on a quota assigned to each member; 25 per 
cent of it must be paid in gold and 75 per cent in the country’s own 
currency Members agreed, in 1959, that an expansion in quotas was 
necessary if the Fund was to be adequately prepared for future con- 
tingencies. The Fund’s resources consisted of $14,861 million in gold 
and national currencies in July 1961. This amount represents an increase 
of about 50 per cent in financial resources over previous years 

A country’s quota, which is determined by the Fund and may be bas- 
ed on Its relative importance in terms of external trade, national income 
and population, is significant in rivo respects First, it determines the 
drawing rights or the amount of credit a country can receive in the event 
of balance of payments difficulties. Second, it establishes the voting power 
of each member. Every country has 250 votes plus one vote for each 
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$100,000 of its quota. Votes are also gained as other members borrow 
its currency and lost as it uses other members' currencies. 

The managing personnel of the IMF consists of the Board of Gover- 
nors, the Executive Directors, the Managing Director and the staff. ‘The 
powers of the Fund are vested in the Board of Governors, which con- 
sists of one governor and one alternate appointed by each member 
country. The Board determines the basic decisions relating to over-all 
policies of the Fund. Execution of the decisions is the responsibility of 
the Executive Directors, ten of whom are appointed by the ten largest 
quota countries and seven elected by the t’Ote of the other members. 
The Executive Directors also select a Managing Director. The staff, 
which is under the du-ection of the Managing Director, conducts the 
day-to-day business of the Fund. 

The quotas and voting powers of the major member nations of the 
IMF in April 1961 are shown m Table 24.1. By January, 1962, over 
seventy nahons had joined the Fund. In terms of importance, the United 
States and the United Kingdom are dominant Together they contribute 
about 41 per cent of the total financal resources and control about 37 
per cent of the total votes. 


TABLE 241 

Quotas ajw Relativi Votinc Powtn or the Majoh Members or the 


IMTERNATIONAI, MONETART FUND AS 

Quota 

(ioffiiUiODS 

OP APWt 30, 1961 

Quota as a 
per cent 

Votes as a 
pet cent 

Meinbftt 

of dollars) 

of total 

of total 

United States 

4.125.00 

27,78 

25010 

United Kingdom 

1.950.00 

1313 

11.90 

France 

787 50 

5.30 

4.89 

Gennany, Federal Republic of 

78750 

5.30 

4.83 

India 

600.00 

404 

3.76 

Canada 

550.00 

3.70 

3 46 

China 

55000 

3.70 

3.46 

Japan 

500 00 

337 

J.16 

All other members 

5.000.00 

33 68 

39.48 

Total 

814,65000 

lOiToo 

100.00 

Source Adapted from Annual Report 1961 Intemauonal Monetary Fund 
ton: 1901. Pp. 139-141. 

Washing- 

Success of the Iniemational Monetary Fund. As is true 

of other 


international agencies, it is difficult to determine how successful the IMF 
has been because one does not know what the international financial 


conditions would have been in its absence. From all appearances, how- 
ever, the Fund has fostered international monetary cooperation, pre- 
vented competitive devaluation and discouraged a more intensive use 
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of exchange controls. The IMF extended $4,022.3 million worth of credit 
to countries experiencing balance of payments deficits during its first 
fourteen years of operations. As shown in Table 24.2, the most important 
borrowers include Brazil, France, India and the United Kingdom. 

The IMF is also active in researcii in the area of international fin- 
ance. Its Annual Report contains descriptions, with detailed supporting 
data, of n’orld financial developments for Ae preceding year. The Fund 
conducts pioneering work m Ae field of balance of payments account- 
ing. Its annual Balance of Payments Yearbook provides the basic source 
of statisb'cal information for the balances of payments of IMF members. 

The achievements of the IMF were disappointing in terms of one 
initial objective. In spite of the fact that quantitative controls were to 
be eliminated by the end of the post-war transition period, many par- 
ticipating countries continued to employ restrictions for balance of pay- 
ments purposes long beyond that date. Th‘s may suggest that the task 

TABLE 24.2 

BA1JI.NCE OP Payments Assistance Extended »y 
The Internatiovai. Monetary Fund THrocch Apan. 30, 1961 
(in oulIioDS of dollars) 


Meniber 

Amount 

Argeotina 

217.5 

Australia 

225 0 

Biazd 

3085 

Chile 

104.7 

Fraoce 

518 8 

India 

3000 

lapan 

249 0 

Netherlands 

144.1 

United Kingdom 

861.5 

Other countnes 

1.093 2 

Total 

4,022 3 


Source Adapted from Annual Report 1961 Intenudonal Monetary Fund. Washing- 
ton, D C 1961. P. 155 

assigned the IMF was more serious than had been anticipated and that 
international dtsequilibna were mote sewre than the original planners 
recognized. 

One might conclude that the resources and powers of the Fund 
were ofigtn^hy maiequate to deal with the disorders encoonter^. TV* 
problem of inadequate financial resources was partially resolved when 
quotas were expanded by SO per cent in 1959. The Fund has also some 
authority to compel member countries to develop domestic programs 
which are consistent xvith external equilibrium. In 1960, for example, 
the Iranian economy encountered a serious drain on foreign exchange 
reserves. As a condition for further loans from the IMF, the Iranian 
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government was required to initiate a program designed to balance its 
domestic budget and curb inletnal inflation. Furthermore, since 1952, 
those countries which have maintained the exchange controls thej’ 
utilized at the time of initial participation in the Fond are obliged to 
consult annually with the Fund. Through consultation, the Fund has 
succeeded in inducing several countries to refrain from tightening ex- 
change controls. In conjunction with this, it offers suggestions to assist 
in an eventual elimination of quantitative restrictions. 

The failure of the Fund to realize completely all of the expectations 
of its founders may be due to deepseated causes It was the hope of 
the authors of the Bretton Woods Agreernents that once the war and its 
aftermath were over the world would return in an orderly fashion to the 
ST'stem of economic relationships and international payments which char- 
acterized multilateral trade in the past. However, the post-war world 
differs in many respects from that which existed previously. Some of the 
practices which were believed to be extraordioaiy and temporary appear 
now’ to be ordinary and permanent. In other words, the Fund ivas 
designed to cope with a world of economic relationships which has parti- 
ally disappeared, tn addition the Marshall Plan and successor United 
States grant and loan programs rendered recourse to the Fund’s resources 
a less pressing need during its early years. 

Only the future can tell whether or not the Fund possesses sufficient 
fiexibilit>’ under its present Articles of Agreement to function effectively 
under conditions of today and tomorrmv Already a number of sugges- 
tions for changes in its structure and operations have been made; several 
of these are discussed in chapter 7. Article XMI of the Fund’s Articles 
of Agreement provides an orderly procedure for amendment and there 
is no reason to believe that important changes will not be taken if needed 
Jo enable it to work more effectively. 

The International Bank for Reconstruction and Development 

The International Bank for Reconstruction and Development (IBRD 
or World Bank") was organized in conjunction with the International 
Monetary Fund and the two institutions complement each other. The 
IMF furnishes short-term credit to enable a countr>’ to withstand tem- 
porary balance of pas’ments deficits. The IBRD provides long-term credit 
for reconstruction and -development projects and does not directly assist 
in solving balance of payments problems. 

The unsatisfactory results experienced with some International invest- 
ment in the pre-war period served as a warning that unless investment 
w-ere encouraged in some fashion there might be an inadequate distribu- 
tion of world resources for the needs of reconstruction and development. 
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The transfer of international capital had declined substantially during 
the depression period of the 1930's. During that period and during World 
War II, foreign investors suffered losses due to defaults, expropriation 
and physical damage to plant and equipment. In essence, the climate 
did not look as though it would be conducive to private investment in 
the post-war period. Past experience supported the belief that a steady 
and adequate capital outflow from the United States toward deficient 
areas might not be forthconung if enhrely dependent upon the action 
of private investors Accordingly, it was felt that private investment 
must be encouraged and supplemented through lending by an interna- 
tional agency. The IBRD was created for this purpose and commenced 
operations m 1946. 

Operations of the IBRD. The major function of the IBRD is to pro- 
vide loans for countries seeking to rebuild or expand their productive 
cap.acity. During its early years of enslence, the Bank directed most of 
its support toward the reconstruction of several war-ravaged countries. 
However, it soon became evident that reconstruction needs were too 
large to be successfully accommodated by this institution alone. Fortu- 
nately, the advent of American aid under the Marshall Plan in 1947 
relieved the World Bank of some of its reconstruction work. The IBRD 
has focused attention m more recent years on the requirements of areas 
striving for economic development. 

The World Bank extends credit for projects which it deems worth- 
while to member governments and to private businesses which are able 
to secure a guarantee from their governments. It generally provides the 
foreign exchange needed for purchasing the external resources essential 
for a project The borrower is expected to possess or to raise the funds 
needed for procurement of domestically available resources 

It was originally anticipated that a large share of the efforts of the 
Bank would consist m the guarantee of loans granted to pnvate enter- 
prises. Actually, the Bank’s capacity to guarantee loans has rarely been 
utilized Instead, loans have been financed directly out of the Bank’s 
own resources or, more importantly, out of the resources which it has 
been able to borrow on the money markets of its members, especially 
those of the United States 

I-oans from the Bank are erf a commercial type with specified rates 
of interest and periods of amortization Proposed projects are carefully 
screened to assure that they merit this type of financing, that they are 
productive and that a reasonable expectation of repayment exists. The 
Bank is not authorized to make grants and "soft loans,” but it does 
reserve the power to relax the terms of credit should a debtor nation 
encounter hardships in making repayment. To make certain that loan 
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proceeds are utilized in the most efficient manner and to encourage 
multilateral trade, Joans extended by the Bank are not tied, proceeds 
may be utilized for acquisition of items from any country. 

As shmvn in Table 24.3, the IBRD has made loans in many under- 
developed areas for projects which were not undertaken by private enter- 
prise. This tj-pe of loan is characteristic of those made by the Bank. It 
is not authorized to undertake projects which might otherwise be financed 
by private enterprise; it is neither to compete ^sith nor replace private 
investment. Since the Bank complements commercial lending, it assumes 
the role of a lender of last resort. 

The Bank has extended loans equivalent in value to $5,068 million 
through June 1960. The interest rate has generally s’aned from 4 to 6 per 
cent; normally all loans are to be amortized in twenty-five years or less. 
A large portion of loans is directed toward the des'elopment of basic 
industries. 

TABLE 24 3 

WoRiD Bank Loa.s*s By Purpose Thsovch Jonk 30, 1060 
(milliOQs oi U. S dolhrs, net of cancelUbons a&d reiuadiags) 

Purp ose 

Development bsans. Total 
Electric Power 
Traasportanon 
ConuRumcatiOQS 
Agriculture and foreslay 
Industry 

General de>’elopmeiit 

Reconstruction Loans: Total 
Grand Total 

Source: FifteenrJj Annua] Report J939 J960 Intemabonal Bank for ReconstrucTJon 
and Development. 

After a loan has been granted, the actual use of funds is carefully 
observed b)’ the Bank to assure that receipts are not used rn an unpre- 
scribed manner The Bank employ's a staff of experts in the areas of 
business administration, economics and engineering to assist in the 
original screening, construcfaon and operation of proposed projects 

A typical example of IBRD operations is represented by the loan 
made to Peru in 1960 The Banco de Fomento .Agiopectiario del Peru 
borrowed So million for an eiglit-year period at 6 per cent. This credit 
""as needed to obtain the foreign exchange necessary for agricultural 
development. The Banco is the major source of development funds for 
agriculture in Peru, and it supplements private investment in this type 
of production. The credit is to be employed to improve irrigation factli- 


Amount 


4,571.1 

1 . 604.9 
1,5m 

23.9 
375 7 
8354 
205,0 
496.8 

5.067.9 
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ties, to make additional land suitable for plantation crops and to estab- 
lish raw material processing plants. IBRD estimates that a 50 per cent 
increase in Peru’s agricultural output is necessary within the next decade 
if that nation is to attain a reasonably balanced growth 

The Bank has been active in other roles, it has conducted general 
economic sur\eys for numerous countries It has joined other agencies in 
providing technical assistance for various areas, and it has cooperated 
with several member countries in inaugurating deielopment banks and 
in reorganizing existing banks ^ Through its staff, the IBRD has been 
able to furnish guidance apart from its lending activities, especially for 
the underdex eloped areas In Nigeria for example the Bank is assisting 
in a surx'ev which is being conducted to determine the merits of con- 
structing a dam for generation of electnc poxver, navigation, flood control 
and irrigation 

Structure of the World Bank The financial resources of the World 
Bank were initially set at $10 billion, which was to be provided by sub- 
scriptions from member countries Only 20 per cent of each country’s 
quota. 2 per cent in gold or dollars and 18 per cent in the country’s own 
currency, was pax able immediately Tlie remaining 80 per cent is subject 
to call and serves primarily as a guarantee for the Bank’s own obligations 
as it borroxvs, usually by means of bond issues, x'an’ous currencies through- 
out the xx’orld to raise funds needed for its loans 

A proposal in 1938 that the present members’ quotas be doubled xvas 
adopted, thereby increasing the Bank’s capacity to extend loans. The 
augmented subscriptions also remain subject to call and serve to under- 
write the Bank as it acquires funds through bond issues floated in differ- 
ent countries By Julv 1961. the subscribed capital of the Bank totalled 
about $20 1 billion, approximately 90 per cent of xvhich remains on call. 
The United States is the largest shareholder in the Bank, subscribing to 
shghtlx more than 30 per cent of the total stock Voting poxx'ers are com- 
parable to those of the IMF. Organization and duties of the Bank’s 
managing personnel are similar to those of the IMF. 

The countnes participating in the World Bank are almost identical 
xx-ith the membership of the IMF, membership in the Fund is a requisite 
for association xxnth the World Bank. Since its organization, membership 
in the V’orld Bank has steadily increased and by early 1962 it totalled 
over sex’enty nations A fexv countnes hax’e left the organization, Poland 

* The surveys org.mized by the IBRD provide a comprehensive description of 
conditions in ■ertain foreijrn countnes Some of these reports include Surinam 
Rccommenclations for a Ten Teur Program Biltimore The Johns Hopkins Press, 
1932. The Basu of a Development rrogrom for Coiombia Baltimore The Johns 
Hipk'ins Pre'S. 1950, .md The Economic Development of British Cuiana Baltimore- 
The Jiilm-, Hopkins Press, 1953 
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and Cuba withdrew in 1950 and 1960, respectively. Czechoslo^’alda was 
expelled in 1953. 

Su«e-ss cf the IBRD. During its first fourteen years of existence, the 
IBRD made about So.l billion worth of loans to os-er countries. In 
\iew of the demand for international investment during the period, this 
is a relatively small sum. The major critrcism of the World Bank is that 
it has failed to respond sufficiently to world needs for capital 

Howes er, the Bank is restricted in lending aclinties by the nature 
of Its structure. The major restraint is that credit must be extended on 
commercial terms, e%-er>’ project undertaken has to be self-liquidating. 
Since the Bank has borrow^ funds b\* means of bonds sold to investors, 
it can hardly make loans for dubious projects or purposes. As a conse- 
quence, many tjpes of projects whitb 'might be an integral part of an 
over-all development program, but which are not self-liquidating, are not 
qualified to obtain financing from the Bank. Yet, when considering loan 
applications, the Bank does examine the importance of the proposed 
project in relation to the entire development effort of the countr}-. The 
limited performance of the IBRD relative to the need for capital indicates 
that the Bank should be supplemented by sources of capital on more 
lenient terms 

Granted that Bank operations have been restricted, it must be 
recognized that the Bank has played an important role in suppleznentmg 
the fiow of funds b>’ private enterprise and a variet)' of government 
agencies. The rate of lendmg by the IBRD showed a pronounced increase 
in the period 1957-1960. This, in conjunction wnth added financial re- 
sources, indicates that its operations may be broadened in the future. 

Particularly notew orthy is die role of the Bank in the area of letiuii- 
cal assistance and os er-all guidance to areas endeas oring to attain a more 
rapid expansion of productive capaatj- The Bank administers an Eco- 
nomic Development Institute which is desired to improve the manage- 
ment of economic affairs in the underdeveloped countries. Participants 
have included representatives from Asia, Africa, Latin America and 
Europe 

The International Rnance Corporation 

A third institution designed to nurture mternational financial coopera- 
tion is the International Finance Corporation (IFC). The IFC was 
inaugurated to promote the expansion of productive capadty through 
direct mvestinent in conjunction with private investors. Thus IIC opera- 
tions represent a joint venture with private business firms. This is in 
contrast to the IBRD, which deab almost excIusK'ely with governmental 
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entities. Since the IBRD generally does not assist private enterprise, 
the IFC fills a gap in world capital movements and accordingly rein- 
forces IBRD efforts. 

Acticilies of the IFC. The major method by which the IFC stimu- 
lates private enterprise and investment is through the provision of funds 
tb business firms located in member countries or their dependencies. 
These funds supplement resources which the finn must already possess. 
The IFC does not provide capital m excess of 50 per cent of the firm’s 
total assets However, the minimum capital contribution is nonnally 
$100,000, which can be made available only if the firm is unable to obtain 
credit elsewhere under reasonable conditions. As is true of the World 
Bank, IFC operations are conducted on a commerdal basis. Unlike 
the World Bank, the private firm is not expected to obtain a government 
guarantee Additionally, IFC investments are restricted to the under- 
developed countries which are members of the organization. 

In practice, the IFC purchases non-voting secunties of the applicant 
firm. This indicates that although the IFC shares in the profits and the 
growth, it does not expect to participate in managing the business. 
Second, after a period of time sufficient for the business to become 
established, the IFC sells its holdings to private interests. Puichasen of 
the non-voting secunties are able to convert them into voting stock, 
which permits the holder to partiapate m the management of the busi- 
ness Funds from the IFC's secuntv sales to private interests are re-used 
by the IFC for purposes of participation in the financing of other ven- 
tures Thus a tj-pe of revolving fund is created for continued use in 
promoting pnvate enterprise The IFC also acts as an intermediary to 
bimg together private capital, management and investment opportunities. 

A $3 66 million loan to a privately-owned company in Argenh’na, 
Acmdor Industna Argentina de Aceros, is typical of the operations of 
the IFC The IFC credit will help finance a program for modernization 
and expansion of productive capacitj- of Acmdor, which manufactures 
and distributes steel products The total cost of the program, which is 
expected to be completed bv 1961, is estimated at the equivalent of 
$22 million. 

Stnidtire of the IFC The IFC, which come into existence in 1956, 
has an authorized cipif.il stock of $100 million. Financial resources. 
derived from subscriptions of member countries, are fuliv payable and 
take the form of either gold or dollars. The IFC possesses an advantage in 
• tiis respect over the other institutions since all financiil are 

♦ullv convertible As shown in Table 2^ 4, alxiut 50 per cent ni the IFCs 
lotal capital structure is held bv the United States and Great Britain. 
A o’unti^’ must participate in the IBRD before if can become eligible 
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for membership in the IFC. Sixty countries were members of the IFC 
by January 1962. 


TABLE 24.4 

SuBscaurnovs axd Votikg Power of Major ifcsiBERS of the 
Il«TERN4TJON‘Al. FtsaXCE CORPORATION AS OF JUNX 30, 1961 


Member 

SubsenpUon 
(in thousands 
of dollars) 

Subscription as 
a per cent 
of total 

Votes as 1 
per cent 
of total 

United States 

35.168 

36 41 

31.81 

United Kingdom 

14.400 

14.91 

13 16 

France 

5.815 

6.02 

545 

India 

4.431 

4.59 

4.20 

Gennany 

3,655 

3.78 

3 51 

Canada 

3.600 

373 

3.46 

Netherlands 

3,046 

3.15 

2 93 

All other members 

26,461 

27.41 

35 45 

Total 

96.576 

100.00 

100.00 


Source Adapted from Fifth Annuaf Report 1960-196J Interoational Fioance Cor* 
poratlon. Washington 1961 P. 32. 

In addition to lending its on'n capital, the IFC has autborit)' to 
borrow funds through the issue of securities. This provides a further 
source of funds which can be loaned to private enterpnse in member 
countries. 

Success of the IFC An appraisal of the IFC has limited value because 
of its recent origin. It has made investments totalling $44 4 million in 
projects located m eighteen different countries during the first five years 
of operations. The major advantage of the IFC is that it is capable of 
mating a t)’pe of investment in private firms not emisaged by the World 
Bank. This increases the fiexibilit>' of operations of the four United 
Nations institutions. Actiiities of the IFC have generallj' been welcomed 
throughout the Don-Communist world partially due to the fact that it 
concentrates on augmenting and sustaining the volume of production 
undertaken by private enterprise. 

The International Development Association 

A fourth international financial institutiDn, the Intematiotial Dei-elop- 
ment Association (IDA) was fonnallj' initiated in 1960. It extended its 
first development credit during the following year. 

Objectives of WA. IDA is designed as a medium through which 
more advanced nadons can assist countries seeking economic growth. 
The Association is based on the view that economic development in the 
backisnrd areas is a responsibilitj’ whirii should be shared mutually by 
the advanced countries. The purpose of ID.A is to help those countries 
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which are in need of external resources, but which cannot reasonably 
expect to service and amortize the accommodating loans as they fall due. 
The underdeveloped regions are confronted with a difficult task in 
achieving self-sustained growth without the use of external products. 
These areas generally lack the resources and productive capacity to repay 
conventional loans. Loans from IDA are designed to suit die needs of the 
underdeveloped countries because they bear less heavily on the balances 
of payments of the borrowers. 

Nature of IDA. IDA assists developing nations by providing funds 
on terms which are somewhat unusual in the field of international lend- 
ing. IDAs Charter does not prescribe the specific nature of financing 
other than to state that it must be favorable to the boiicrwer. During its 
early operations, the time of repayment and interest charges were sub- 
ordinate considerations. Credit is sometimes extended for a term of fifty 
years. Repayment does not begin for ten years although it must be made 
in foreign exchange, and there is no interest charge. It also appears that 
the IDA has authority to make loans which are repayable either partially 
or wholly in the recipient country’s own currency. Provision of credit is 
less of a burden on a country’s balance of pa>’nients than are the usual 
commercial loans. 

Development loans can be extended either to governments or to 
private enterprise, in the case of the latter, a governmental guarantee is 
not necessary. Loans to governments are used for the purpose of under- 
taking specific projects rather than finanang a budget deficit. 

IDA makes loans that complement those extended by otlier groups 
It does not finance projects which might otherwise be undertaken by 
private investors; it does not finance projects which might otherwise be 
undertaken by the IBRD, the Export-Import Bank or other financial 
agencies. IDA is complementary in nature because it extends credit for 
essential projects which other institutions are forced to reject because 
they cannot extend credit on such favorable terms. 

Structure of IDA Although it is affiliated with the IBRD, IDA is a 
separate corporate entity. It performs in close cooperation with the 
IBRD, and utilizes to a great extent the Bank’s existing officers and staff. 
IDA occasionally participates with the IBRD in providing “package 
loans for projects in underdeveloped countries 

The financial resources of IDA total almost $1 billion. Approximately 
75 per cent of the total is comprised of readily convertible currencies. 
The remainder consists of soft curreocies. The convertible currencies were 
contributed primarily by the more advanced countries, however, the 
underdeveloped countries were required to pay 10 per cent of their quota 
in a convertible currency Tlic United Stales has contributed about one- 
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third of the total financial resources. At the beginning of 1962, 
nations were associated with IDA. 

Prospects /or IDA. It is too early to appraise the operations of IDA. 
Probabh' the major handicap of this agenci' in tlie future mil be its 
relatii’cly small volume of financial ■resources. IDA’s present funds may 
be depleted within a short period of tiine because its financial resources 
are limited and because its loans are relalisely long-term The resources 
of this agency are less than the amount required to satisfy the needs of 
underdei’eloped countries for credits of the t^pe being pro\ided Insofar 
as IDA permits repajments in soft currencies, it wnll atxnmulate t>'pes of 
currencies which are of less value to other prospective borrowers. If the 
operations of IDA are to continue m’er a relalivelj’ long period of time, 
pro\'ision must be made for a replenishment of its inventosy’ of convertible 
currencies. Provision does exist for periodic review's of the Association’s 
resources, and conceivablv the capital stodc may be expanded at a 
future date. 

IDA, if used properly, can satisfy some specific needs of developing 
nations despite its relatively meager resources. If ID-A and other national 
and international agencies, along with private investment, are successful 
in fostering suSdent growth m the underdeveloped areas, the need for 
additional ID.A loans will eventually be lessened These areas may reach 
a stage where their domestic productive capadt>’ wiD enable diem to 
accept the obligations of the conventional loan. 

Cooperation In World finance and Investment 

Four international institutions were created in the post-World War 
II period to deal with monetary' and finandal disoiders. Such cooperation 
on these matters is unparalleled in historj- The IMF, IBRD, IFC and 
ID.^ are remarkable in that thev' represent a trend away from economic 
nationalism. 

As multilateral agencies for providing assistance to member countries, 
the four United Nations institutions present certain advantages over the 
bilateral arrangements which exist between pairs of nations for similar 
purposes The roultilaterflJ is less Idrejy to be politically motivated than the 
bilateral approach, instead, aid is extended to areas where it is most 
needed and is most productive. In conjunction with assistance of this 
nature, the borrower is not politically obligated to any one particular 
country-. 

Multilateral arrangements may also be preferable to bilateral ones 
because under the fonner the burden of aid is not entirely on one counby, 
and the contributions of the various natians are based, in part, on their 
abilitj' to pay. Although it is true that the United States provides the 
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major support for assistance distributed by the multilateral organizations, 
stiU, the aid burden is not completely on diis country. 

*Ibe combined operations of die four institutions are capable of 
aiding in the solution of a variety of difficulties in the world economy. 
Within this context, one of the major problems facing the world relates 
to the economic status of underdeveloped areas of Asia, Latin America 
and Africa. All of the United Nations institutions will be able to assist 
in accelerating economic growth in these areas especially since the under- 
developed world is afforded greater opportunities to obtain external 
resources needed for development programs. Despite their willingness 
to cope wth a host of problems, the four institutions may be hampered 
by inadequate financial resources compared to the demand for funds 
made by the underdeveloped countries. 

In spite of the many advantages associated with international co- 
operation in financial affairs, action on this front alone is not sufficient 
to solve some thorny problems which confront the world economy today. 
Additional international cooperation is needed to resolve one of the more 
important of these problems, the impediments to the free flow of trade. 
The next chapter discusses a group of institutions designed to promote 
freer trade by means of economic unions and communities. 

QUESTIONS AND PROBLEMS 

1 Discuss the factors which prompted international financial cooperation in 
the post-war world 

2 The over-all objectives of the four United Nations institutions include the 
promotion of a higher level of international trade and a more economic 
use of world resources In what way does each of the institutions promote 
these objectives'’ 

3 The IMF may require 4 prospective borrowing nation to meet certain 
conditions before credit will be extended for balance of payments purposes 
What are these conditions and why are they required^ 

4 The International Bank for Ileconstruction and Development provides 
assistance to certain areas for the promotion of economic growth \Vhy, 
then, were th*e IFC and the IDA created'* 

5 What would be the present state of inlemahonal affairs m the absence 
of the IMF and the IBRD’ 

6 An important function of tlie IMF and the IBRD has been the collection 
of data and the undertaking of economic surveys in various coimtnes. 
What is the value of these functions’ 

7. The United States supplies a substantial share of the financial resources 
for the four United Nations institutions (A) Discuss various advantages 
and disadvantages of external assistance of this nature as opposed to 
unilateral assistance which the United States provides under other pr(> 
grams. (B) Should all United States aid be channelled through a multi- 
lateral agency’ 
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8. The U.S.S R. has not participated in the intemabonal BnanciaJ institu- 
tions. Would the position and capabilities of these agencies be enhanced 
if the S R. uere a meinber^\\’hy or why not® 
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Economic Unions and Communities 


“No one would pretend that the achievements of economic coopera- 
tion in Western Europe over the last ten years could not, or should not, 
have been greater. Niany problems— some of capital importance— are still 
unresolved. Nevertheless cooperation smce^ the war contrasts .strikingly 
with the often mutually contradictory and self-defeating national policies 
prevailing before the war, and it is probably no exaggeration to claim 
that the results achieved have not been rivalled in any other period." 

The Organization for European Economic Cooperation, in its annual 
report for 1938, A De<xidc cf Co-cperatton, Achievements and Verspec- 
iivee, thus underlined the role of cooperation in the world today. This 
agency gave tacit recognition to the fact that, through the advances of 
modem transportation, the world has grown effectively smaller, and that 
units larger than nations are needed if the full benefits of the developing 
technology of industry' and agnculture are to be realized. 

Economic Regionalism 

Economic unions, or "regionalism," refers to arrangements designed 
to promote closer economic ties within a terntor)’ comprised of sei’eral 
sovereign nations The arrangements serve to minimize the economic 
consequences of political boundanes By encompassing a larger geo- 
graphical territor>’, regionalism facilitates a more effective use of resources 
within the area than that which prevails where each nation utilizes those 
aiailable to it. In addition, regionalism counteracts economic nationalism 
or the tendency of each country to pursue national policies independently 
v-ithout regard for the welfare of other countries. 

Regional approach In addition to the Bretton Woods institutions, 
the United Nations sponsors several wwld-wide organizations and a 
number of regional agencies such as the Economic Commissions for 
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Europe, Asia and the Far East, the Middle East, Latin America, and the 
Caribbean. These Commissions are concerned with research, inter* 
governmental cooperation in technical fields, inter-regional trade and 
trade promotion. However, many other regional organizations are com- 
pletelj’ independent of the United Nabons. 

Begional arrangements are exemphfied by free trade areas, customs 
umons and common markets.' Eeponal banks and payments unions also 
foster economic relationships within an area Such arrangements are 
based in part on the theory that world-wide organization bj’ itself is too 
broad to cope with the prevafiing inrematioDal disequilibrium and there- 
fore an intermediate step, groupings less than global in scope, are re- 
quired. In this approach, the integration of an area embracing a number of 
countries is parb'ally subsbtuted for planning on an individual country 
or world-mde basis Within Western Europe, trade liberalization is con- 
sidered feasible only with a concurrent strengthening of internal produc- 
tive capacit)’, which vnW permit domestic firms to compete in foreign 
markets. FurUiermore, Europe believes that freer trade can be accommo- 
dated more readily on a regional than on a world-wide basis since the 
conflict of interests is not as severe and the associated problems not 
as large. 

The regionalism which has developed in IVesfero Europe since 
IVorld War II has also been spurted by a unique set of circumstances.* 
Factors contributing to a desire for unification included the fear of a re- 
turn of the restrictive practices of the thirties, the domestic and external 
adpistments required before trade hberabzation could be attained, a 
prevalent belief that uoiBcahon was indispensable if Western Europe 
was to preser\-e its influence in world afiairs, and the Communist threat 
which induced countries to band together for economic and military 
strength 

Extent of regionaltsm Customs unions have played an important 
role m the fonnation of national states. The Zollverein of 1834 is an 
example The Imperial Preference System, a product of conditions exist- 
ing between the world wars is one of the most extensive systems in force 
Some other early attempts at integration, notably among the Scandinavian 

1 Some of ihe fomij of economic nntons have come to have spenHc meanings. In 
a free trade area, participating coootnes elumnale trade bamers mthin the region, 
but each member establishes its own bamers against external countries. In a cvstorris 
union, internal bamcrj are eliminated and urafoim tariffs are established against 
external count, es Arrangements such as a common market or an economic com- 
munity represent a greater degree of integration. In addition to elimiMting internal 
trade bamers. they may institute some or aQ of the foUoumg a free moicment of 
labor and capifal within the region, bannonization of national economic policies, and 
a pool of financial resources for internal developnient 

2 In this chapter, \Vesteni Europe is assumed to include Great Britain 
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countries and other groups of countries svithin Europe, proved fruitless 
The more important and successful modem regional organizatiotis 
are to be found among the countries of Western Europe. As shown in 
Chart XXV.l, several of these arrangements exist, but because of the 
different objectives of each many of the European nations are associated 
with more than one. A few of ihern have already achieved their purpose 
and are no longer in existence. 

The British Commonwealth: Imperial Preference 

The Imperial Preference system was established in 1919 in the 
British Commonwealth of Nations and was generally identified .svith the 
protectionist Conservative Party of Great Britain Production ivithin the 
Preference System is to a great extent complementary. Britain is the 
major manufacturer of finished goods, the Dominions and colonies pro- 
duce the raw materials Since the inception of the System, Great Britain 
and the Commonwealth have enjoyed freer trading relations between 
themselves than with non-member countries. 

The System functions on a quid pro quo basis. Britain is granted 
preferential treatment on exports to the Dominions and colonies, in turn, 
virtually no tariffs are levied on imports into Britain from these areas 
Because of its responsibilities to the Commonwealth, Great Britain has 
been reluctant to participate in economic unions advocating a common 
external tariff and political unification with other countries, Instead, 
Britain has urged the formation of an all-European free trade area which 
would permit each country to maintain external duties and retain almost 
complete political independence 

United States of Europe 

Since the end of World War 11 there has been a revival of interest 
in a political and economic unionization of the Western European 
countries— a “United States of Europe." Although most of these countnes 
are reluctant to surrender the degree of national sovereignty necessary 
to accommodate a European federation, they have been receptive to 
extensive experimentation with economic unions 

Tfic advantages of European federation The ultimate objective 
of the early proponents of a United States of Europe was a unification 
which went beyond mter-govemmental cooperation to a closer relation- 
ship. The hope was that unification would serve to strengthen Europe 
both politically and economically. 

A continent fragmented by national interests is not conducive in 
some respects to an efficient use of resources and a maximum volume 
of production The major adsantage of closer relationships is the creation 
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of a diversified region capable of sustaining industries on a more efficient 
scale of operaKons. In addition, unification uould also evpose firms to 
more rigorous compebtion from eternal producers The freedom of 
factoral inputs and finished products to circulate in a larger area uould, 
in all likelihood, serve to increase incomes In essence, the potential 
economic adi-antage of a European federation w ould be the creation of 
mote efficient productive units and capacitv. 

Extent o/ European integration Although the unification movement 
was visualized to encompass all M'estem European countries, onh six 
of them— Belgium, France, the Federal Republic of Germans. Italy, 
Luxembourg, and the Netherlands— originally found a degree of political 
integration feasible. Successful organizations, including Benelux, the 
European Coal and Steel Commurutv. and the European Economic Com- 
have embraced unmediate economic ohjecti^es and are also 
imbued x\-ith political overtones * .■Although these are not pobtical federa- 
tions, the current economic integration necessitates poLhcal action which 
surpasses traditional cooperation between sovereign states, a trend which 
may eventually culminate in a I'nited States of Europe 

Another regional grouping, the European Free Trade .Association, 
commenced operations in 19M This union includes certain Western 
European countries which were unvnlling to sunender a sufficient 
degree of national sovereigntv' to meet the treat) obhgations of the 
European Economic Community when it went into effect. 

Benelux 

The first post-World War II customs union to attain a moderate 
degree of success was Beiiefui, an integration of Belgium, the Nether- 
lands and Luxembourg. Belgium and Luxembourg had been merged 
in a customs union in 1921. While the proi-isions of the 1944 treat) 
establishing the Benelux Union were not fulfilled on schedule, the three 
countries realized what the\ considered to be complete economic unifica- 
tion by mf) As an initial step «i 194S, tariffs among these countries 
w'ere abolished and a common external tariff w as instituted. Ev en more 
significant from the standpoint of integration and trade Eberahzation 
was that by 1953 most quantitatne restrictions, which constituted the 
major impediment to trade among the member countnes, had been 

eliminated. 

The Benelux countries have not onlx succeeded in coordinating their 

These sa countries also oe;ctiated for a defease ccniinuiut>. bu* it did not 
*'^wme operational Th® failose of this arranzetneat. vi.h»ch called for extenns-e 
pojtica! irle^rration. was probabK an tmpoitaat factor in the ensuing e-ipbasu on 
«o’»mic irtezradon. 
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relationships uith external areas but are also members of the European 
Economic Community, a much wider customs union. 

Organization For European Economic Cooperation 

An important impetus to a broad association of European countries 
stemmed from the moral and financial support of the United States 
through its Marshall Plan, introduced in 19-lS. The United States pro- 
posed to aid the reconstructing countries by providing the difference 
between the amount needed for restoration and the amount which the 
economies could provide themselves. Sixteen European countries re- 
sponded to the proposal and later formed the Organization for European 
Economic Cooperation (OEEC) The OEEC integrated and coordinated 
mdmdual reconstruction programs formulated by each country. During 
the period of the Marshall Plan, the United States furnished about $11.4 
billion u’orth of aid to the OEEC countries * 

Accomplishments of the OEEC. Proxision of such external resources 
as foodstuffs, raw materials, fuel, semi-manufactured goods and machinery 
played a vital role in fostering the political and economic health of the 
OEEC countries. 

The OEEC, by encouraging the relaxation of quantitative trade 
and exchange restrictions, has liberalized trade among member countries. 
It has also directed its efforts toward trade liberalization between 
Europe and the dollar countries and the creation of a free trade area 
comprised of the OEEC countries. 

The Organization for Economic Cooperation and Development. In 
December 1960, hventy Western nai ons signed a treaty linking their 
economies within the Organization for Economic Cooperation and 
Development (OECD) This treaty was ratified by a sufficient number 
of signatory governments during the following year and the OECD 
began its formal existence It represents a revamped and broadened 
version of the OEEC including the former OEEC participants, the 
United Stales and Canada. Its objectives are to harmonize the trade 
and aid policies of the respective countries and to maintain close con- 
sultation and cooperation on economic affairs. Actions taken by the 
OECD require a unanimous wte, however, on any particular measure, 
a member \mwiUmg to participato yet not wanting to veto the measure 
is permitted to abstain. 

A number of factors prompted efforts to replace the OEEC with 
the more extensive OECD. First, there was a desire to merge the United 
States and Cinad.i mth the OEEC group as a means of introducing 
greater cooperative strength against ommunist aggression. Second, it 

V Ttie ytarshatl Plan is cMmincd in greater detail lO chapter 12. 
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was believed diat such an arrangement might help avert an economic 
conflict which could erupt within Eurc^ as a consequence of the crea- 
Hon of the hvo trading blocs, the European Economic Community and 
the European Free Trade Association. Finally, there was a desire on 
the part of the various countries to institute an organization which 
would coordinate the economic assistance provided to underdeveloped 
nations hy individual coimtries. 

Payments Arrangements: The European Payments Union 
And the European Monetary Agreement 

The relatively low level of income in Western European countries 
stemmed not only from World War II damage to productive capacity, 
but also from the absence of multilateral trade among thele countries. 
To assist in solving the latter problem, the European Paymeats Union 
and its successor, the European Monetary Agreement, were devised. 

European Payments Union. In 1950, the OEEC countries, with the 
assistance of the United States, developed a regional payments system, 
the European Payments Union (EPU). Its establishment was prompted 
by the scarcity of foreign exchange reserves which had forced a curtail- 
ment of inter-European economic transactions. The EPU was designed 
to transform bilateral trading systems into a system of multilateralism. 
It operated on the clearing-house principle as deflcits and surpluses 
of each country were periodically offset against surpluses and deficits 
of every other member country. Normally, as each acquired a net deficit 
or surplus against the others it settled with the Bank for International 
Settlements, which acted as a fiscal agent for the EPU. Net balances 
were cleared by the exchange of gold and the extension of credit. A net 
creditor nation deared its balance by extending credit to, and receiving 
gold from, the EPU, a net debtor nation cleared ib balance by obtain- 
ing credit from, and paying gold to, the EPU. 

The most significant aspect of the EPU was that the clearing 
mechanism promoted multilateral trade among the Western European 
countries because each member could offset an unfavorable balance 
against one coimtry wth a favorable balance against any of the other 
countries. Second, the arrangement provided temporary balance of 
payments assistance through the extension of a limited amount of credit 
to countries which experienced net defidb vis & vis aD members. How- 
ever, it also encouraged a deficit country' to exercise remedial action, 
for a part of the deficit had to be discharged by gold payments to the 
EPU. The share of the deficit which was settled by gold payments was 
gradually inaeased; thus the onrencies progres^ toward converti- 
bility ov'er a period of lime. 
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European Monetary Agreement. By December 1958, many of die 
OEEC countries were able to establish limited convertibility, generally 
non-resident convertibility on the current account. Accordingly, based 
on a prearranged plan, the EPU was dissolved and replaced by the 
European Monetary Agreement (EMA). 

The EMA retained the multilateral system of clearing of balances 
which characterized the EPU, although most transactions are cleared 
through the foreign exchange marlcets. The central banks of member 
countries, in effect, set limits within which the exchange rates of cur- 
rencies of participatmg countries can fluctuate. Another purpose of the 
EMA is to extend credit through the facilities of a “European Fund* to 
Western European countries experiencing temporary balance of pay- 
ments problems The European Fund has capital resources, comprised 
of funds transferred from the EPU and from contributions of participat- 
ing countries, of sb'ghtly more than $600 million. 

In the event of balance of payments difficulties, a member country 
can secure a limited amount of financial assistance from the EMA. 
Unlike the procedure embodied in the EPU, funds are not automatically 
available, instead, a defidt country must first submit an application 
and thereafter may be required to satisfy certain conditions before 
credit can be advanced Through the extension of short-term credit to 
deficit members, the alternative of higher trade restrictions is avoided 
in many instances The EMA is similar in certain respects to the Inter- 
national Monetary Fund except that it operates on a regional basis. 

The European Coal and Steel Community 

One of the first major post-war European regional organizations 
was the European Coal and Steel Community (ECSC).* Rather than 
an over-all integration, the ECSC was desired to coordinate operations 
m particular sectors, specifically, the coal and steel industries. 

Background for the ECSC Although prompted by political factors, 
the major and immediate impetus to the Coal and Steel Community was 
economic The foremost objective of the Community, which embraces 
Belgium, France, the Federal Republic of Germany, Italy, Luxembourg 
and the Netherlands, was to obtain a greater volume of coal and steel 
production at lower prices 

In order to rebuild productive capacity and to regain a share of 
world markets m manufactured goods, Europe needed low-priced coal 
and steel which, under the circumstances, were not available in suffici- 
ent quantities from domestic sources. Pre-svar European industry, esped- 

5 The ECSC Is also commonly known »s die Schiunan Plan after Robert Schuman, 
the French Foreign Minister who so largely oaolnbuted to Its formation. 
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ally steel, was characterized by a high degree of cartelization. The steel 
industries were protected by tariffs, and firms were given wide oppor- 
tunities to exploit domestic markets. As a consequence, both competition 
and productive investment were discouraged. Government subsidies and 
tariffs served to preserve inefficient enterprises. 

The nature of the ECSC. To induce lower prices and stimulate 
production, the Coal and Steel Community prescribed, through the 
abolition of bade barriers on coal, steel, iron and iron ore, a common 
market for this sector of the six countries To encourage competition, 
a central authority was established for the purpose, among other things, 
of suppressing monopolistic practices. The ECSC, by eliminating trade 
restrictions on these items, encouraging competition and the mobility 
of resources, was expected to facilitate low-cost production. Objectives 
of the Community have been partially achieved; bade in coal and steel 
among member countries has increased and prices have been reduced. 
The ECSC has also served as a pilot project for more extensive regional 
arrangements, including the European Economic Community. 

The European Economic Community 

The most elaborate scheme of consolidation, the European Eco- 
nomic Community (EEC), was established in 1957 by the Treaty of 
Rome, which in a sense is a constitution for the Community. The EEC, 
frequently referred to as the European Common Market or “The Six," 
embodies a comprehensive plan of economic unification among its 
members— Belgium, France, the Federal Republic of Germany, Italy. 
Luxembourg and the Netherlands— which are also the member countries 
of the ECSC. However, the implications of the EEC extend beyond 
the economic realm and its impact is likely to be felt politically and 
socially. 

Nature of the EEC. Full integration of the Community is planned 
through a series of stages because the effects are far-teaching and exten- 
sive adjustment is anticipated. The bansition was originally scheduled 
to cover a twelve to fifteen year period, but a decision was made in 
1960 to accelerate it. 

The major provisions of the EEC include; 

1 ) Tariffs, quotas and other trade barriers among the six countries 
are to be gradually abolished during the bansition period. The initial 
step svas taken in January 1959 when existing internal tariffs were 
reduced by 10 per cent. A second 10 per cent reduction occurred in 
July I960. Internal tariffs were again reduced in January 1961 for cer- 
tain commodities, particularly industrial goods. Further reductions are 
anticipated during the period 1962-65. 
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2} During the transition period, a common tariff is being established 
on imports of products from countries outside the organization. The 
common tariff schedule is derived from the arithmetical average of 
tariffs of the six countries existing at the beginning of the transition.* 
The first step toward the alignment of the external tariff was taken at 
the end of 1960. This change provisionally embodies a 20 per cent reduc- 
tion in the common tariff, which will become fully effective when other 
members of the General Agreement on Tariffs and Trade reciprocate 
with equivalent concessions. In conjunction with a common external 
tariff, a common commercial policy Is being developed. 

3) A freer movement of labor, services and capital among member 
states IS encouraged. For example, workers from areas in southern 
Italy, with high rates of unemployment, will be able to migrate to areas 
of labor-shortages in West Germany. 

4) Unless the dependent overseas territories, which are held by 
several of the member countries, decide otherwise, they are to be linked 
^vith the Community Although many of these territories became inde- 
pendent following the initiation of the EEC, by mutual agreement they 
may remain associated with the Community. The territories and countries 
ate to provide reciprocal treatment to members of the Community 
except in instances where economic advancement might be expedited 
by import restrictions In their developmental efforts, the territories are 
to receive assistance from the Development Fund of the Community, 
which is financed by contributions from member countries. 

5) Domestic economic policies of the six countries are to be har- 
monized The objectives of such policies include external balance, full 
employment and price stability 

6) Agncultural policies are to be coordinated, although government 
assistance will continue to this sector, it is to be made more uniform 
throughout the Community. The introduction of an agricultural program 
acceptable to all members has proved to be one of the more difficult 
problems encountered 

7) A Social Fund has been established within the Community. 
The Fund is designed to ease the readjustment problem for workers who 
become unemployed due to structural changes which occur as trade » 
liberalized and industries, responsive to changing price-cost relation- 
ships, sKift geographically. Social legislabon is also to be coordinated. 

8) Cartels and other restraints of trade are prohibited unless it can 

• The cosunott tariff, because it is ta be computed from the arithmedeal 
of tariffs cf all raeniber countries, wiD be more restrictive on some products and 
countries, less restrictive on others, than the original national tariffs. 
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the major external problem relates to the establishment of a common 
external tariff which is acceptable to other GATT members. Although 
the General Agreement permits the formation of customs unions, it 
stipulates that external trade regulations cannot, in the aggregate, become 
more restrictive than those previously in force. However, insofar as a 
tariff of a particular member becomes more restrictive, those countries 
which are injured may be allowed to withdraw previously-granted con- 
cessions. Conceivably, one effect may be to provoke at least a tempor- 
ary increase in tariffs on some commodities. 

The common external tariff will reflect many rates which are higher 
than those imposed in the past by individual EEC members. Accord- 
ingly, certain outside countries will be in a position to restore higher 
tariffs against EEC products. However, the common tariff on many items 
will be lower than before, hence the EEC will gain substantial bargain- 
ing power to compensate for that lost from the inaease of the tariffs 
against outside nations A free trade area, which preserves national 
tariffs and does not establish a common tariff against outsiders, does not 
encounter this particular problem. 

The EECs operations are not intended to conflict %vith interna- 
tional economic goals, and, in fact, it has attempted to cooperate with 
other OEEC countries as well as United Nations institutions. 

The European Free Trade Association 

Prior to the signing of the Treaty of Rome which established the 
EEC, the OEEC, primarily at the initiative of Great Britain, explored 
the feasibility of a free trade area to embody aU of the OEEC countries 
However, those six countries which were to become the members of 
the EEC insisted that a complete abolition of internal trade barriers 
necessitated closer economic and pohtical integration than that offered 
by the proposed free trade area Accordingly, they continued with their 
plans to sign and rabfy the Treaty of Rome and the proposed organiza- 
tion did not come into existence. 

Nevertheless, the members of the OEEC were anxious to retain 
the internal cooperation which had developed in the post-war period. 
Wishing to avoid.'economic discord between members of the newly- 
created EEC and other OEEC countries, they conducted a number of 
meetings to consider the possibilities of an economic association between 
the two groups. The negotiators attempted to devise an association which 
would not necessitate a substantial loss of national sovereignty on the 
part of the countries outside the EEC. At the same time, they tried to 
accord these countries maximum advantages of such an arrangemenf, 
but in such a way that the Treaty of Rome would not be undermined 
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In \’iew of the complexities encountered, the negotiators were unable 
to devise an acceptable compromise. 

The European Free Trade Association As a result of the failure to 
organize an all-European free trade area and to attain closer association 
bet\ve€n EEC members and other OEEC countries, an arrangement which 
included only seven of the remaining OEEC countries, the European 
Free Trade Association (EFTA), was organized by May 1960. The 
EFTA is also knowm as “The Seven” for its original seven members: 
Austria, Denmark, Norway, the United Kingdom, Portugal, Sweden and 
Switzerland. Finland became associated with EFTA at a later date. 

The EFTA, with a combined population of over 90 million, is a 
less ambitious and perhaps a less permanent organization than the EEC. 
It has one major feature, like the EEC. trade restrictions within the 
grouping are gradually being abolished * Unlike the EEC, members of 
the EFTA maintain their respective national tariffs against outside 
countries.® Thus membership in the Association does not jeopardize 
Great Britain’s relationship with the Imperial Preference System. Because 
no change in external tariffs Is required, the EFTA does not encounter 
the problem which the EEC must solve in connection with the common 
external tariffs. The prime concern of the EFTA is the reduction of 
mutual trade barriers. There are do provisions for the free movement 
of captal and labor and there is no plan for an ultimate federation of the 
member rations. 

The initial step to implement provisions of the organization was 
taken in July 1960 when member countries of the EFTA reduced mutual 
tariffs by 20 per cent One year later, they were lowered by another 
10 per cent. These reductions, framed to coincide roughly with those 
initiated by the EEC, are scheduled to continue at a rate of about 
10 per cent each year, -with a complete elimination of internal duties 
by 1970. 

Partidpation of EFTA counines m the EEC. Great Britain has 
experienced balance of pa>Tnents problems during much of the period 
since World tVar II. It has recognized the necessity of obtaining foreign 
markets in order to continue a high level of income for its residents. 
Britain also recognizes that its foreign markets and its future are closely 
tied to the economies of the EEC countries. As a result. Great Britain 

*The EFTA, however, does not plan to diminate internal tariff barriers on most 
asricultural and fchery products 

« A problem mvoK ed in a free trade area is that imports mi^t escape the restric- 
tions of a high-tanff country by being brop^t m througb a low-taiiff country and 
then distnbuted, unimpeded, throughout the region To meet this problem, the Con- 
'ention of the EFTA includes rules detenaining the goods traded between member 
states V. hich aie entitled to benefits of lednced tariffs. 
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made a historical dedsion to apply for membership in die EEC in 1961. 
This decision prompted similar action by other EFTA members. Den- 
mark filed a request for membership and Austria, Norway, Sweden and 
Swit 2 eiland have indicated their intention of participating pending 
results of British negotiations with the EEC. 

The problems involved in establishing an arrangement which is 
satisfactory to existing and prospective members are difBcult. Members 
of the EEC have indicated that they are reluctant to dilute the Treaty 
of Rome simply to expand membership in the organization. Great Britain, 
however, feels that participation in the EEC is feasible only if the 
latter is willing to yield on certain provisions. Britain has maintained 
that membership hinges on concessions relating to domestic agricultural 
programs, to other members of the Impenal Preference System and to 
other EFTA countries. 

The chances of forming a broader economic community within 
Western Europe depend on the importance of the concessions which 
the vanous countries are willing to make. Economic advantages are 
likely to increase with an increase in the area which the union encom- 
passes.^And yet the broader the arrangement, the more unw’ieldly it 
becomes and the more difficult to resolve various problems relating to 
integration. 

Other Regional Arrangements 

Since economic unions have become a reality in Western Europe, 
other areas of the world, notably Latin America, have become increas- 
ingly aware of potential benefits to be derived from economic inte- 
gration. Treaties have been drafted and ratified for several regional 
arrangements in Latin America, but their provisions have generally not 
been put into force. However, two proposals, one for a common market 
and one for a free trade area, exhibit evidence of becoming operational. 
A regional development bank has also been established for Latin America. 

Central American common market. A series of treaties has been 
signed by several Central American countries, Costa Bica, El Salvador, 
Guatemala, Honduras aud Nicaragua to create closer economic ties withm 
the region.*® In 1961 a sufficient number of countries had ratified an 
agreement to establish a common market, which was put into effect. 
During a transition period, internal trade barriers are to be gradually 
eliminated and a common external tariff established. It is expected that 
eventually certain industries within the market will be integrated. 

1® Nicaragua and El Salvador have been merged m a free trade area since the 
early 1950‘s. 
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Latin American Free Trade Association. In early 1960 the Treat)’ 
of Montevideo, which instituted the TaNn American Free Trade Associa- 
tion, was signed by representahves of Argentina, Brazil, Chile, Mexico, 
Paraguay and Uruguay. The Treaty was ratified by all the signatory 
countriK and went into effect in 1961. In this grouping, internal tariffs 
are to be gradually reduced, but each signatoiy’ will retain its own 
barriers against imports from countries outside die area. 

The Jnier-American Development Bank. In 1959 member govern- 
ments of the Organization of American States signed an agreement 
establishing the Inter-American Development Bank (IDB) ivhich, by 
1961, had commenced loan operations, “nie IDB is considered a regional 
institution in contrast to the IntematioDal Monetary Fund and the World 
which are international m scope. The purpose of the Bank, which 
includes member countries from North and South America, is to acceler- 
ate economic growth in participating countries. To achieve this objec- 
the Bank wdlJ lend its own capital arnl funds raised in financial 
markets, provide technical assistance, and promote public and private 
investment within the region. 

The Bank is divided into two separate, but complementary, financial 
entities. The authorized capital stock amounting to $850 million is avail- 
able for “ordinary” operations. The United States subscript’on is about 
^0 per cent of the total. An additional quota compnsed of contributions 
of $150 million has been provided for Special Operations. Assistance 
from this Fund is available on more lenient terms than that from the 
ordinary operations. Fifty per cent of all subscriptions is paid in gold 
or dollars, the remainder in the currency of the member counby. 

The IDB is permitted to make or participate in loans to member 
government agencies or enterprises in the territories of a member It 
fflay act as a guarantor for loans extended by pnvate investors and may 
undertake to provide technical advice and assistance in the preparation, 
financing and execution of development plans. The Bank is likely to 
become important in the future, particularly because the United States 
government plans to channel part of its assistance to I-atin America 
through this institution. 

Prospects for Latin American integration Prospects for the imple- 
mentation of economic unions in I^tia Amenca appear favorable, especi- 
ally since the suggestions have generally received United States support. 
However, much of the incentive for Aese economic unions has come 
from within Latin Amenca. For one thing, many of the countries feel 
that they are losing markets in Western Europe because some of the 
African nations are accorded preferential treatment by Ae European 
Economic Communitj'. 
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Another factor, one which is of special interest to low-income 
countries throughout the world, is the widespread opinion in Latin 
America that economic integration is an integral part of programs of 
economic development. In contrast to Western Europe, the economies 
of the Latin American countries do not possess a high degree of comple- 
mentarity. As a result, there is a minimum of trade among the countries 
However, there is a belief in Latin America that despite the lack of 
complementarity, economic integration will provide a framework upon 
which future economic diversification and development can be estab- 
lished These countries feel that industrial growth can be accomplished 
more readily if broad sources of raw materials exist, if industries locate 
where they are most efficient, and if targe markets for finished products 
are available Economic integration in this area may provide a pattern 
for other developing nations. 

Communist economic integration In a different part of the world 
a different type of economic union, the Council for Mutual Economic 
Assistance (COMECOM), has intensified relationships between the 
USS.R and Soviet satellites in East Europe. This arrangement, pre- 
sumably controlled and directed by the Soviet Union, is designed to 
encourage the satellites to specialize in certain industries. In addition 
the Soviet Union depends upon the satelLtes as a source of raw materials 
and market for finished goods With private trade virtually non-existent 
in the community, the exchange of goods and services is conducted on 
a bilateral basis. 

Other proposed unions. Plans for various types of economic group- 
ings, Such as regional projects, regional development banks, payments 
unions, free trade areas and customs unions have been proposed for 
areas throughout the world, including not only the areas already dis- 
cussed, but also m Asia and Africa Virtually all of the countries of 
Asia and Afnca are underdeveloped, hence the notion of regional 
development banks has become a popular issue Most of these regions, 
especially m Africa, are undergoing profound political transformation, 
and the demand for self-determination has taken precedence over other 
objectives Accordingly, economic integration may be politically pre- 
mature However some of the African nations, including Morocco, Ghana,^ 
Guinea, Mali and the United Arab Republic, have outlined plans for 
economic unification. Proposals for a common market, a development 
bank and a payments union for this region have also been advanced 

Plans for a common market have been advanced by the Escudo 
Area The Escudo Area, one of the monetary zones discussed in chapter 
10, proposes to achieve a progressive inte^ation of the economies within 
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prompted the United States, GATT members, and various organizations 
to lend their support to economic unification. 

Unfavorable elements of regionalism. On the other hand, regional 
planning may discourage rather than encourage world-wide organiza- 
tion and cooperabon. Regional import barriers may become permanent 
obstacles in which case, though intra-reg'onal trade may be expanded, 
inter-regional or international exchange may suffer. The fact that firms 
and industries can become firmly entrenched in an area behind a com- 
mon tariff makes this a possible development. A firm located within an 
economic union has a much greater opportunity to secure community 
markets than does an external finn. 

To the extent that external barriers are maintained, a cer^in 
amount of the member countries’ trade is diverted from outride to 
member countries; this in itself is likely to prevent an optimum alloca- 
tion of world resources. In setting up economic unions, participating 
countries generally discriminate against non-members because the latter 
are not accorded preferential treatment. This particular situation poses 
a threat to the economic harmony of Western Europe. The development 
of the two trading areas, the EEC and the EFTA, each providing prefer- 
ential treatment internally, may provoke retaliatory measures However, 
customs unions and free trade areas cannot impose more restrictive 
barriers if their operations are to be sanctioned by GATT. It might be 
noted that most of the members of the EEC and the EFTA are con- 
tracting parties to the GATT. Economic theory holds that regional 
arrangements which retain permanent externa] barriers are Jusbfied 
when the more efficient resource ubbzation within the community more 
than offsets the. less effective allocabon arising from a solidification of 
trade bamers with outside areas. 

Regionalism: conclusions. Regionalism encourages a better alloca- 
tion of resources within an area, but it does not automatically lead to 
still wider trading arrangements which could provide a better allocation 
of world resources. Regional systems unquestionably are more conducive 
to international harmony than economic nationalism. However, in their 
most favorable role, they represent but an intermediate step to currency 
convertibility and unrestricted trade throughout the world. 

It is impossible, to determine or predict trends within the economic 
unions, but generally the sentiment toward expanded world trade appears 
favorable. The Treaty of Rome expresses the hope that the EEC will assist 
the whole world in securing freer trade. As an illustration, when the 
Community commenced to establish its common external tariffs, it 
offered to reduce these barriers on a reciprocal basis to all other countries 
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International Commodity Agreements 


“The Members recognize that the conditions under which some 
primary commodities are produced, exidianged and consumed are such 
that intemabonal trade in these commodities may be affected by special 
difficulties such as the tendency towards persistent disequihbrium be- 
tween production and consumption, the accumulation of burdensome 
stocks and pronounced fiuctuatioos in prices. These spectal difficulties 
may have serious adverse effects on the interest of producers and con- 
sumers, as well as ividespread repercussions jeopardizing the general 
policy of economic expansion- The hfembers recognize that such difficul- 
ties may, at times, necessitate special treatment of the international 
trade in such commodities through inter-govemmental agreement." 

This excerpt from the Charter of the proposed International Trade 
Organization, signed in 1948 by fifty-three governments, characterizes some 
aspects of the problems vvhieh producers of certain primary commodities 
face on world markets. Subsequent passages give additional recognition 
to these problems and present rules concerning international commodity 
agreements— a device designed to cope with them. The inclusion of this 
matter in the Charter signified a widespread willingness to have recourse 
to international agreements m solving commodity problems. Although 
the Trade Organization never came into existence, the principles which 
the Charter laid down pertatmng to the use of commodity agreements 
have, m part, been embodied in such agreements as have subsequently 
come into existence or been proposed. 

^Vhy has there be«i a need for commodity agreements? ^Vhal is 
a commodity agreement and what is it supposed to accomplish? ^Vhat 
are the problems involved in them and what are their short-comings? 
Do alternatives exist? The answers to these questions form the subject 
matter of this diapler. 
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The Need For Commodity Agreements 

Special difficulties exist pertainiDg to prices, production and distribu- 
boa of primary commodities. Such problems arise because of the nature 
of supply and demand for these products. Free market adjustments, 
which appear to have more severe and adverse repercussions than do 
similar adjustments relating to finished goods and services, ate con- 
sidered by primary producing countries to be intolerable. 

The vicissitudes to which the production of primary products is 
subject ate characteristic of agricultural products the world over. Every 
nation faces problems, both internal and external, in its agricultural 
sector. An illustration from the early history of the British trading com- 
panies, showing what was done by these traders to bring dieir supplies 
of certain products into line with market conditions, may shed some 
light on this problem. Frequently, after the vessels of these companies 
returned from voyages laden with spices, but before discharging their 
cargoes, they sent one of the officers to England to investigate the market 
conditions in the motherland for the types of spices which the vessel had 
on board. If the supplies were large, the captain of the vessel would 
dump a part of his cargo overboard and offer for sale in England a 
fraction of the supply which he had transported from the Spice Islands. 
Usually the captain received a greater return for this fraction of his cargo 
than he would have for the total. The demand for these products was 
inelastic and the value of a part of the cargo was often greater than 
the value of all of it. 

Circumstances affecting primary and manufactured goods. Modem 
manufacturing enterprises often apply the principles which underlie this 
discoverj' of the earl> trading companies Many of them operate under 
conditions of monopoly, oligopoly or monopolistic competition, and 
retaiq, to a greater or lesser extent, control over the market for their 
products. They tailor output and prices ivith reference to market con- 
ditions. In addition, the demand for manufactured products is in many 
cases elastic and conditions of cost are frequently of the decreasing type. 

In contrast to manufacturing, agriculture continues to operate under 
conditions of relatively free competition and, in the short run, increasing 
cost; the demand for its products appears to be inelastic over most price 
ranges; the prices of its products are usually established under the free 
forces of market supply and demand-* IVhere prices and incomes are 
low for a farmer, his ansu’er is usually to work harder, to plant more 
and to increase output in the hope of earning more money. Often the 
result of this morally laudable conduct is to depress already low prices 

* This assumes the absence ol certain types of govenunent intervenhon. 
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and incomes. The production of agricultural commodities is finely divided 
in each country among a large number of individual producers, each of 
which is too small for Ins output to affect noticeably the total market 
supply. Consequently, farmers, unlike manufacturers, do not act as a 
unit in facing market conditions and in adjusting their output to meet 
these conditions This situation, in conjunction with the slow movement 
of resources out of agriculture and the long duration of the productive 
process, serves to make the supply of many primary commodities inelastic. 

Another factor is that no one farmer has any control over market 
prices for his products Furthermore, the prices of primary goods tend 
to fluctuate more vvidelv and frequently than do prices of finished 
goods and services The prices of some primary commodities have at 
times increased by more than 100 per cent, and decreased by more than 
50 per cent, during a one-year period 

In addition, it is generally believed that the demand- for primary 
commodities vs not growing as rapidly as the demand for finished goods 
and services World income is increasing, but a decreasing fraction of 
the total income is directed toward primary commodities. Consequently, 
larger supplies of such items, resulting from higher productivity, are not 
easily absorbed in ivorld markets Closely related is the fact that sj’n- 
thetics have been developed in a few cases for certain uses of such 
primary commodities as wool, natural rubber, and raw silk The demand 
for primary commodities is also sensitive to fluctuations m income and 
production Additionally, political developments, such as war and civil 
disturbances, from time to time lead to actual or threatened shortages 
of many commodities which arc essential to an economy. 

The supply of primary commodities, especially foodstuffs, is more 
closely related to the forces of nature than are manufactured goods. 
Drought, floods, windstorms and insects can readily, and with little 
warning, partially or completel) destroy large amounts of crops. These 
disruptive elements are unpredictable, and in most instances little has 
been done to reduce their impact on production During other years, a 
favorable growing season results in an over-abundance of certain food- 
stuffs Thus the supply of this type of commodity is subject to changes 
which are neither predictable nor readily controllable. 

Assistance from governments Instability in the agricultural sector 
has led many goi emments to initate various types of agricultural pro- 
grams designed to bring farm output into line with market demand 
and to sustain prices and farm incomes In the United States, these 
programs are called agricultural adjustment programs. For numerous 
reasons, none of these activities has met with conspicuous success in any 
country, but farm incomes has-e been improved, although generally at 
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the expense of the other sectors of the economy. If a solution to the 
dichotomy of the agricultural and manufacturing sectors of the econo- 
mies of modem nations has been disco\'ered, it has not as yet been put 
forward and adopted. 

For countries where a large part of Qie export supply is derived 
from fanning or from mining, their respective balances of payments 
are subject to the v’agaries of the free market and price competition. In 
countries where there is a diversified economy with an important manu- 
facturing sector, this situation does not present insoluble balance of 
payments problems Severe fluctuations in foreign exchange earnings 
are especially characteristic of underdeveloped nations in Africa, Asia 
and Latin America, which depend upon one or a few primary’ commodi- 
ties as the major type of export Because a high and stable volume of 
eichange receipts is essential for their economic development, many 
nations which rely upon a narrow range of products as the major source 
of export earnings have initiated measures to improve the situation 
Some countries have undertaken valorization schemes for their principal 
crop. Under the Brazilian coffee valorization programs, coffee produced 
by individual farmers has been purdiased or held b>’ the government 
and sold on foreign markets in sudi a way as to guarantee the best 
possible price under existing deroand and supply -conditions. Brazirs 
valorization programs have not, however, met with conspicuous success 
and have not been svidely imitated by other primary commodity nations. 

The international commodity agreement, another device for securing 
a better balance between primary' raw materials and manufactured goods 
on the world markets, is today receiving support in many international 
quarters.- The problem of farm crops is not one, hoivever, of the primary 
product producing countries alone, it is a problem of agriculture the 
world over. An ultimate solution will doubtless depend upon the elabora- 
tion of agricultural programs at once adapted to both the domestic and 
foreign sectors of all nations. 

Basic nature of commodity agreements. Because of the unique 
problems associated with primary’ commodities, several types of com- 
modity’ agreements hav'e been introduced Typically', an international 
commodity agreement is defined as an agreement, either behveen several 
governments or sponsored by governments, designed to influence or 
control the production, sale or price of certain pnmary’ commodities. 

^ An example of a possible coordination of agricultural policies by national 
govemnients is represented by -the European Common Market The Rome Treaty 
stipulates Uiat the member govemmenti must agree on a common fann pobey before 
such policy can go mto effect. Assistance to the agncultural sector will quite hkely 
the essential .feature is that, according to present plans, it v.-ill be made 
nniform throughout the Common -Market countries 
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Participating governments gftveraHy represent the major producing and 
consuming nations. Exporting nations are willing to participate when 
they believe that concerted action will assure them of adequate markets 
at high and stable prices. Importing nations are willing to cooperate 
when they believe that it xvill assure them of an adequate supply of 
commodities at low and stable prices. 

Commodity agreements are simila.- to cartel arrangements because 
both seek to control production, marketing and prices of particular 
goods. Aside from this, they are quite different from cartels. For one 
thing, unhke most cartels, such arrangements are generally made among 
governments. Second, they usually represent many small producers oper- 
ating under competitive conditions. Finally, commodity agreements are 
not only well-pubbcized, but are designed to protect both consumer 
and producer interests. Cartels, in contrast, are not readily detected 
and tend to benefit certain producers at the expense of consumers. 

Objectives of commodity agreements. Existing and proposed com- 
modity agreements purport to achieve a variety of objectives Some of 
these include, provision of stable or equitable prices; stabilization of 
producers' income, protection of consumers, elimination of surpluses and 
shortages, encouragement of consumption; pioinotion of world trade of 
the commodity involved, provision of markets for exporters and sources 
of supply for importers; and stabilization of foreign exchange earnings, 
among others Although these are desirable goals, in many cases ffiey are 
a source of conflict among interested parties because they are subject 
to Interpretation. For example, what is an "equitable" price? Equitable 
to producers’ Or to consumers’ And what Is a “stable" price? 

The various types of commodity agreements attempt to achieve 
s’mdar objectives but differ widely on the means used to achieve them. 
Included among the basic forms are the multilateral commodity control 
agreements, the buffer stock agreements, and the quota agreements. In 
some cases the agreements combine particular features of two or mote 
of these basic forms. For example, the International Tin Agreement 
consists of a buffer stock, but under certain circumstances commodity 
export controls are utilized.* 

Multilateral Commodity Control Agreements 

One of the arrangements designed to cope with commodity problems 
is the multilateral commodity control agreement. -Under this arrange- 
ment, exporting nations of a particular commodity agree to supply a 
specified volume of that product at a price equal to or below a maximum 

s By m5d-1961, four international commodity agreements were in existence for 
coffee, sugar, ttn and wteat. 
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f) Obligations of importing nations. These countries agree to pro- 
cure, as a minimum, a designated percentage of total annual purchases 
from exporting members when prices fall within the specified range. The 
importing nations are relieved of all, or part, of their purchase commit- 
ments when prices are at or above the $1.90 maximum in all, or part, of 
the exporting nations. Importing nations ace thus permitted to seek wheat 
on more propitious terms from any source when the price is at the maxi- 
mum, although they can also exercise their right to procure wheat from 
exporting members 

g) Implementation Transactions pertaining to the Agreement are 
conducted by private traders through normal commercial channels. How- 
e\’er, prices must be within the specified range. Trade which occurs as 
a result of government intervention, or which is not of the usual com- 
mercial nature, is excluded as part of the obligations of exporters and 
importers. 

Weaknesses cftd criticisms of muUtlaieral commodity control agree- 
merits One of the problems assoaated with multilateral commodity con- 
trol agreements is that they are extremely difficult to negotiate and initi- 
ate. Furthermore, depending upon market conditions, there may be an 
incentive for members to withdraw from the agreements. Failure to 
achieve desired objectives also discourages active participation. The 
United Kingdom, for example, became dissatisfied with the results of 
the wheat arrangement and, accordingly, declined to become associated 
with the 1953 International Wheat Agreement However, since,that time 
the United Kingdom has decided to renew vts membership. 

Another possible weakness of the multilateral commodity control 
agreement relates to the obligations of exporting members. Expoiiers are 
expected to be able to provide a certain amount of the commodity, especi- 
ally when the prices are high But tins depends upon the good faith and 
willingness of exporting nations to accumulate stockpiles for years when 
production falls below the volume demanded 

One of the problems of the International UTieat Agreement has been 
the over-production in exporting nations during many jears. The will- 
ingness of some of the major producers to carry unusually large surpluses 
of this commodity accounts, in part, for some of the success in stabilizing 
the price of uheat In some countries, acreage restrictions are imposed 
in an endeavor to reduce an excessive surplus of wheat. The \Vheat 
Agreement, of course, does not provide a remedy for the situation of idle 
resources resulting from production controls 

Quota Agreements 

A second plan employed to attain orderly marketing conditions « 
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the quota agreement. Under this arrangement, governments of major 
producing nations agree to control the total amount of a commodit>' sold 
in world markets. The total amount evported is allocated among the 
major producing nations, either on an absolute or a percentage basis. 
Each participating country’s portion of the market is determined by its 
share during some pre\aous base period The International Sugar Agree- 
ment. vshich was extended in 195S for a fi\e sear period, contains features 
of the quota agreement. 

International Sugar Agreement The International Sugar Agreement 
was initiated in 1937 and has remained in evistenee since that time Under 
the Agreement of 195S import requireirients for sugar are estimated m 
advance and are apportioned among member exporting countries accord- 
ing to a quota system Exporting countries consent to hnut their ship- 
ments to member countries in accordance uith the quotas, and import- 
ing countries agree to purchase a certain volume of their requirements 
from the participating couatnes The Agreement stipulates that export 
quotas are to be changed in accordance with movements m the price 
of sugar. If the price exceeds a specified level, export quotas are increased, 
if the price falls below an agreed amount, quotas are decreased \Mien 
stoclcs exceed a certain total, exporting countries are expected to curtail 
the production of sugar The Agreement is flexible m nature, and gener- 
ally can be adjusted as the need arises The United States, as a major 
sugar importer, participates in the Agreement and maintains rigid control 
Over the volume of imports procured from the different sugar exporting 
nations. 

tVecknesJcj of quota arrangements. A possible criticism of the quota 
agreement, which allocates commodit>' exports among countries based 
on some previous period, is that it tends to freeze existing trade patterns 
Accordingly, production and exportation are unlikelv to adjust to struc- 
tural changes, and as a result productiv-e resources are less well allocated 
If, for example, one of the exporting countries becomes relatively efficient 
in the production of manufactured goods and relatively inefficient m 
production of pnmarv cvmmodiiies, it may be econoimcalJv undesirable 
for that countr)’ to retain as large a share of w orld markets for pnmarv 
commodities as previously held 

The selection of a base period or a shift in export quotas is of critical 
importance to individual exporting nations A problem also arises as new 
producers, vvhich did not export during the base penod, attempt to sell 
in world markets. Conceiv abl.v, the selection of a base period and the 
apportionment of quotas may be based on the relative bargaining strength 
of each producing nation, rather than on cost advantages 
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Buffer Stock Agreements 

A third scheme for alleviation of commodity problems is the buffer 
stock agreement. The major objective of diis arrangement, which is 
accomplished through the use of inventories or buffer stocks of the'com- 
modity in question, is the stabil^tion of commodity prices. Under this 
plan, additions are made to a buffer stock when the price of the com- 
modity falls below a specified minigmm as a consequence of a sharp 
change in supply or demand. When the price of the commodity exceeds 
a stipulated maxinium, part of the supplies from the accumulated stock 
is released to the market. By buying and selling commodities at appro- 
priate times, the buffer stock agency supposedly moderates excessive 
short-run price fluctuations. 

Operations under a buffer stock are usually conducted solely by the 
exporting nations, and implementatioo is facilitated if initiated when the 
price of the commodity is at a relatively low level. Despite its attractive- 
ness, the buffer stock scheme does not exist on an international level in 
its pure form, although variants of the plan are being utilized on a 
national level. The proposed World Fwid Reserve, whidi will be ex- 
amined later, has some aspects of a buffer stock agreement. 

Weaknesses of the buffer stock agreement. The general principle of 
buffer stocks— the moderation of short-run price movements— appears to 
be economically desirable. Sharp fluctuations of prices are not only un- 
necessary but cause market disturbances. However, their desirability 
becomes questionable when, by conscious plan or simply as a matter 
of necessity, the buffer stocks exeiT an influence on long-run price trends. 
Advocates of buffer stock arrangements generally believe that free market 
forces should determine long-run pnee trends; operations of the buffer 
stock should serve only to moderate short-run price fluctuations. 

Stabilization of sbort-run prices without influencing long-run price 
trends is not as simple in practice as might appear to be the case. Pint, 
it is difficult, if not impossible, to determine in advance the long-run 
price trend. Second, even assuming that the trend can be predicted, 
strong pressure is generally exerted by producing interests for pegging 
prices at relatively high levels. Insofar as the buffer stock interferes with 
long-nm price trends, structural trends may be retarded and commodity 
problems may be accentuated in the future. It might be added that 
because individual types of primary commodities vary in quality, many 
prices exist for each at 3ny pven time; this situation serves to complicate 
buffer stock operations. 

Other shortcomings are associated with buffer stock operations, par- 
ticularly for agricultural products, e.g. some primary commodities are 
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of go\'ernmental partidpatj'on, which e\’enhially results in government 
regulation and interference The agreements of necessity lead to controls 
on production, exports, imports, stods or prices. Furthermore, the con- 
trols tend to spread in scope and application. Restraints on a particular 
commodity may not be efferthe unless ertended to related products. For 
example the ^^^^eat Agreement also involves the restriction of trade in 
wheat Sour. Thus the agreements are opposed by many who maintain 
that competition and free marlets are a requirement for the best alloca- 
hon of resources. It should be recognized, however, that the absence of 
international commodity, agreements does not imply the presence of free 
market conditions, most governments have instituted domestic measures 
designed to assist the primary’ goods sector of their respective economies. 

A second criticism voiced bv some groups is that the agreements 
are inadequate in sev era! respects W ealcnesses of these agreements stem 
from shortages of financial resources, inadequate participation by major 
nations, and difficultv m drafting acceptable provisions Furthermore, 
the contracts fail to command sufficient power to alter national policies 
which create or aggrav ate the underKing basis for commodity problems 

Eicluotton of infemcftoruil commodity agreements It is difficult to 
evaluate the performance of eiosting commoditv agreements. As a start- 
ing pomt how’ever, it is recogmzed that the agreements have generally 
not succeeded in achieving their objectives For the most part though, 
the objectives have been overly ambitious Second, it is difficult to deter- 
mine conclusivelv whether or not the commoditv agreements have 
prompted a better allocation of resources In part, they have encouraged 
a better use of resources by fostering price stabibty and by rendering 
commoditv trade more predictable In other respects, they have hampered 
resource use bv restricting production and trade. 

Most of the existing Internationa) commodity agreements appear 
inadequate because they fail to direct efforts toward some of the more 
basic causes of commodity problems For one thing, greater resource 
mobility might limit the surplus commodities which tend to pile up in 
producing countries Too, a greater degree of diversification in the under- 
developed countries would reduce their dependence on exchange earn- 
ings from a narrow range of commodity exports Stability of exchange 
receipts is a crucial factor in programs of economic development. Finally, 
there is no justification, although there mav be an explanation, for the 
existence of food surpluses in some countries at the same time that 
malnutrition and starvation prevail lo others Although a transfer of food- 
stuffs from surplus to deficit areas may not eliminate a fundamental prob- 
lem, it vv ouJd provide relief for emergency conditions. 



Ch 2«] 


INTERNATIONAt COMMODITY AGREEMENTS 


•473 


The nature of supply and demand, national policies regarding pri- 
mary commodities, and the broad objectives of commoditj’ agreements 
involve a variety of problems, the solution of which seems to be almost 
impossible. An agreement which can achieve the various objecti\'es with- 
out waste of economic resources is yet to be found. Perhaps it is neces* 
sar>’ to follow' a more pragmatic approach and simply accept interna- 
tional commodity agreements insofar as they create conditions which 
are more acceptable than free market conditions. 

Other Arrangements To Alleviate Commodity Problems 

Although international commodify agreements are probably the most 
ambitious attempts to resolve primary commodity problems, they are by 
no means the only efiorts in this direction Two additional approaches, 
the consultative arrangements and the marketing boards, have also been 
utilized. 

Consultative arrangements. The consultathe arrangement or study 
group is another method designed to help solve commodity problems 
These diSer from formal commodity agreements in that they are pri- 
marily advisor^’ in nature These arrangements depend upon the volun- 
tarj’ cooperation of participating countries to mitigate various commodity 
problems Under them, research is conducted, information is made avail- 
able and problems are considered m international forums In general, an 
attempt is made to promote understanding and appreciation of the com- 
moditj’ difficulties encountered b> the \anous participating nations In 
some cases, however, the study groups ha\e provided, or hope to provide, 
a foundation from which formal commoditv agreements may emerge 
Study groups have been created for such commodities as cocoa, cotton, 
lead, wool and zinc 

The IntematWTUil Cation Advisory Committee The International 
Cotton ^dvisorv Committee (ICAC). one of the oldest advisory groups, 
represents a good example of informal consultation on international 
commodity problems The ICAC was organized in 1939 by several cotton 
exporting countries which, at the tune, were experiencing surplus prob- 
lems >Jot until 1945, \>ben it was believed that widespread cooperation 
would be more effective, were the cotton importing countries invited to 
participate. Since then, the ICAC has become a broad association of over 
thirty governments which are interested in the production, trade and 
consumption of cotton. 

Major functions of the ICAC include observation of factors affecting 
market conditions for cotton; publication of statistics on the demand, 
supply, prices and marketing of cotton, and consultation with members 
regarding measures which the Committee believes should be taken to 
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maintain a sound world cotton economy. It provides a forum through 
which participating countries can nDtif>' other members of supply and 
demand conditions, and throu^ whici countries can air their griev’ances 
concerning unfair actions taken by other member countries. In general, 
the ICAC seeks to mitigate difBculties relating to cotton through the 
promotion of understanding and cooperation among interested nations. 

Despite the fact that the ICAC serves only in an advisory capadt)-, 
it appears to be a useful arrangement for treating cotton problems. The 
Advisory Committee has probably adiieved its greatest success in the 
dissemmabon of information relating to market conditions for this com- 
modity. This has proved of value to individual cotton producers and 
buyers as weU as to their respective governments. In most cases, the 
gov'emroents of the countries part’cipating in the ICAC are actively en- 
gaged in programs designed to assist local producers. 

The ICAC has achieved limited success m its efforts to induce mem- 
ber countries to pursue domestic programs which are compatible with 
international interests. As an illustration, the Committee has been critical 
of the Umted States cotton program. At the same time, the Committee 
recognizes that this country has exercised some restraint in its exporta- 
tion of cotton, thereby partially helping the world cotton situation. 

Jfflrfecfmg hocirds. Although the market’Dg boards, established by 
the United Kingdom in many of its colonies, are not inteinational agree- 
ments, they have several objectives in common wdth them such as price 
and producer income stability, orderly distribution and marketing ar- 
rangements Before \Vorld War 11, the production and distribution of 
many colonial commodities was in an unsatisfactory state. The quality 
of die output was poor, the volume irregular and the transportation of 
commodities from producing areas to seaports unreliable The farmer- 
producers were frequently at the mercy of traders who were primarily 
interested m their own profits. The spread, consequently, between die 
pnces paid to farmers by the dealers in these commodities and the 
prices w’hich the middlemen receiv-ed from their sale, w’as often large. 

The United Kingdom mtroduced a number of control schemes during 
World War II to improve the flow of these colonial commodities from 
producer to the Metropolis, to maintain stability in the colonies and to 
reinforce raw material priority systems. After the W’ar, these plans were 
Teplac<*d by Marketing Boards which the United Kingdom created in a 
number of her colonies m Africa and in the Caribbean, among others. 
The Marketing Boards established in Nigeria have been among the more 
successful, and they afford a good example eff their nature and operations 

Between 1947 and 1949, four statutory Marketing Boards for oil 
palm produce, cocoa, groundnuts (peanuts), and cotton were established 
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in Nigeria. Other minor crops were placed under the jurisdiction of the 
Groundnut Marketing Board. The principa! tasks of the Marketing Boards 
were the stabilization of commodity prices, promotion of the economic 
development of the producing industries, encouragement of research, 
improvement in the quality of die products, development of uniform 
standards of quality and weight, and reduction of the costs of distribu- 
tion and sale of the products. 

During their comparatively short existence, the Marketing Boards 
became important factors in the economic life and financial structure of 
Nigeria. At the beginning of each year, the Board announced the mini- 
mum prices at which the firms licensed as the Board’s buying agents 
would purchase crops during the year. In periods of high prices these 
minimum prices were set somewhat below the world price for the 
product, and in periods of low prices the Boards frequently set prices 
slightly above those which prevailed on the international markets. In 
this way, price stability was promoted and the producers v ere no longer 
completely at the mercy of international pr’ce movements. Since the 
prices paid producers were, on the average, below those which prevailed 
on the international markets, the Boards accumulated substantial reserves. 

The quality of the produce handled by the Marketing Boards has 
been improved with the result that the producers are earning larger 
incomes ^\^ule the marketing of Nigerian export crops was largely in 
the hands of Europeans before World War II, the Marketing Boards 
have been successful in bnnging more Nigerians into the trade since 
that time. The heavy accumulation of reserves by these Boards has been 
subject to much criticism in Nigena, but substantial reser\’es are required 
if their operations are to continue on a solid basis These reserves have 
been ms'ested largely in conservative British securities AA’hen the econ- 
omy of Nigeria advances to the point where the resen'es may safely be 
invested in Nigenan enterprises, this criticism is likely to disappear 

The Nigerian Marketing Boards were reorganized m 1954. Instead 
of each Board dealing with a given type of crop, four regional Boards 
u’ere created, each one having jurisdiction over all the controlled crops in 
its region. A Central Marketing Board, wath jurisdiction over the regional 
Boards and srith powers to set standards of quality and to make arrange- 
ments for the transportat-'on and overseas marketing, was also established. 

Although these Boards are by no means the complete answer to the 
balance of pajments problems of countries relying on but a few crops 
for their foreign exchange earnings, they are definitely a step in the right 
direction They do not, of course, solve the problems arising on the inter- 
national markets, but they have put order in the place of chaos in the 
domestic marketing of the products which they handle. In addition and 
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in the future, they should also provide a source of investment funds, 
especially of foreign currencies, for the development of the countries 
which utihze them. They may be regarded as an adjunct to international 
commodity agreements and other international arrangements having 
similar goals. 

United States Attitude Toward Commodity Arrangements 

The United States, until about the beginning of World War II, 
regarded international commodity agreements as detrimental to the opera- 
tion of free maihet forces and to the expansion of world trade. They 
were grudgingly accepted as superior to unilateral action by primary 
exporting countries. Since that time this country has become more 
favorably inclined toward some of these agreements, although it has not 
followed a clearly defined policy. Official policy has tiianged as a result of 
several factors. First, the government has become deeply involved in the 
domestic farm piogiam, and inter-goveminental cooperation has become 
a more acceptable method of alleviabng problems of growing surpluses of 
agricultural commodities. Second, this country has become committed 
to programs of assistance to low-income areas abroad It is believed that 
economic development can be accelerated if certain commodity problems 
are overcome, espedally those relating to wide fluctuations in the foreign 
exchange earnings of underdeveloped areas. Finally, the United States 
has evidenced a greater inclmation to cooperate, both economically and 
polibcally, with allied nations m the interests of mutual security. 

United States participation in international arrangements. The United 
States, as a leading wheat exporter, is a member of the International 
^\^leat Agreement, as a major sugar importer, it participates in the 
Sugar Agreement * The United States helped sponsor the International 
Coffee Agreement, but along with many other importing nations, declined 
to participate m it. Subsequently, however, this country has appeared 
vvillmg to join the Agreement m order to make it a more effective device 
for dealing with coffee problems A comprehensive coffee pact is envis- 
aged as part of a broad program designed to assist underdeveloped coun- 
tries, especially in Latin America In general, this country has been more 
willing to take part in infemab'nnal agreements for commodiries which 
are produced domestically, such as wheat and sugar, than for those 
which it does not itself produce. 

The United States has played an active role in informal commodity 
consultations, including the International Cotton Advisory Council, which 
is essentially a study group for cotton problems It has also become asso- 

4 Despite the fact that the United States produces a large volume of sugar, i* 
remains a leading irnporter of this commodity. 
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dated with study groups for rubber, b'n and wool. Finally, this country 
appears receptive to a number of proposals for inter-gOT’emmental co- 
operation on problems relating to copper, zinc, lead, and bananas. 

In contrast, the United Stales rejected a proposal for a World Food 
Reserve which w'as under considerabon by the Economic and Social 
Council of the United Nahons in 1958 At that time the United States 
representabve indicated that the go\'emment considered bilateral agree- 
ments a more practical solution to certain world food problems. Subse- 
quently, the United States government appears to have altered its policy; 
in fact, it has sponsored a resolution calling for an international plan 
which would put surplus agricultural commodities to better use In 
summary’, this counhy has expressed a mlhngness to pursue a case-by- 
case approach, and to evaluate each proposal on the basis of uhat it 
deems to be its own merits. 

Possible Alternative or Sypplemcntary Arrongemenfs 

Assuming that actions must be taken on an international scale to 
mitigate commodity problems, and recognizing that existing commodity 
agreements frequently fad to achieve their stated objectives, possible 
alternatives should be considered Two possibihties, which represent in 
part a modification of the buffer stock principle, are known as the multi- 
commodity arrangement and the Composite Commodiri’ Reserx'e Two 
additional alternatives, designed pnmanly to stabilize foreign exchange 
receipts of primar>’ producing countries, could presumably be emplo\ ed 
in con)uncbon Nvith other forms of commodiU’ agreements 

Mvlti-commodity anangemerits The ^yorl^I Food Reserve One alter- 
native for coping with commodity problems is the multi-commodit> 
agreement, which is essentially a modificahon of the single commodity 
buffer stock. An example of (his tx’pe of plan is the proposed World Food 
Reserv'e, ivhich was studied by (he Food and Agricultural Organization 
(FAO) of the United Xahons The proposed World Food Reseive, which 
would be concCTned primarily’ "itb agricultural products, might take one 
of two forms. Under the first plan, separate international buffer stocks 
W’ould be established for each of several different types of foodstuffs. 
Each buffer stock would be operated so as to moderate excessii’e price 
fluctuations of the commodity xrith which it was concerned As with the 
usual buffer stock operations, imentori« accumulated during penods of 
abundance would be earned ox-er into penods of scarcity The unique 
feature of a Food Reserve based on this plan is the coordinated stock- 
piling of sex era! separate commodities under one international agency 
Although the FAO was principally’ interested in a reserve for foodstu.ffs. 
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conceivably the plan could be applied to other types of primary com- 
modities. 

Under an alternative form of World Food Beserve program, the vari- 
ous commodities included would not be treated individually. Instead, a 
group of primary commodities w*ould be absorbed by, and released 
from, a buffer stock in a manner which would stabilize a commodity price 
level. This price would be a composite one reflecting all items in the 
inventory. A fixed proportion of commodities would be purchased and 
sold at appropriate times, there would be no attempt made to alter the 
relative price of any particvhr commodity svidiin the group. 

Price stabilization was considered to be one of the major objectives 
of the World Food Reserve. A second objective was to assist in alleviat- 
ing chronic malnutrition by raising the levels of production in low- 
income countries. This, however, would extend beyond pure buffer stock 
operations because commodibes would be released from inventories not 
only when prices were high, but also when malnutrition existed. To 
achieve this objective, a contmuing source of financial resources would 
be mandatory. 

The proposals for a ^VorId Food Reserve were debated at the Eco- 
nomic and Social Council of the United Nations in 1958. Generally, they 
were considered unpractical and therefore unacceptable. As a result, 
further attention and study was d-rected toward the feasibility of estab- 
lishing national food reserve stocks. 

Composite Commodity Resetve A somewhat more extensive plan, 
based on the multi-commodity arrangement, is knoivn as a Composite 
Commodity Reserve.’ Under this scheme, accumulated inventories of 
primary commodities would be Lnked with, and serve as a reserve for, 
international money similar to the gold reserves formerly used for many 
paper currencies. When the composite commodity price fell below a 
certain level, the inventory would be expanded as the international cur- 
rency was exchanged for commodities With increasing prices, commodi- 
ties would be sold from the inventoiy in exchange for currency. New 
money would be created as commodiUes are purchased by the Reserve 
Agency and withdrarvn as commodities are sold by the Agency. Pre- 
sumably, automatic stability wTJuId be provided because, as prices 
declined, new money w ould be put into circulation and a greater demand 
for commodities would be created by the actions of the Reserve Agency- 
WTien prices increased, money would be withdraivn from circulation 
find a larger supply of primary commodities uould be available from 
the Reserve. 

7 A plan of this nature has been advanced by Benjamin Graham. See Graham. 
Benjamin. WorU Cnmmwfrfier and World Ciwrencv New York McGraw-Hill, 
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By the nature of its operations, the Composite Commodity Reserve 
would be more than an instnunent for the stabilization of commodity 
prices. Because of its influence on demand, supply and prices of primary 
commodities, and the creation and use of an international currency, the 
Commodity Reserve purports to reduce the amplitude of business fluctu- 
ations on a world scale. 

A major advantage of the Commodity Reserve plan is that the inter- 
national money would be created by the operating agency as additions 
are made to the commoditj' sloclcpile. Hence, unlike existing buffer 
stocks, the danger of depleting financial resources would not exist. A 
second advantage of the plan is that it appears to be inherently simple 
in nature. Most opponents of the plan, however, assert that if the Com- 
posite Commodity Reserve were completely automatic in nature, it would 
be ineffective in coping with highly complex fluctuations in prices and 
production. Furdiermore, the suggestion has been made that such a plan 
would interfere wth and limit the degree of freedom of commodity 
policy making on a national level. It would also involve far-reaching 
changes in monetary systems. Accordingly, it is believed that the Com- 
posite Commodity Reserve will not gain svidespread acceptance. 

CompefiKrfojy financing by the Intemaiional Monetary Fund. A 
group of experts appointed by the Secretary General of the United 
Nations proposed hvo methods which mi^t alleviate certain adjustment 
problems associated with fluctuations in prices of primary commodities. 
The immediate function of both plans would be the stabilization of 
foreign exchange receipts of member countries. One plan would be 
implemented by the International Monetary Fund, the other, through a 
Development Insurance Fund. 

This group of experts recognized the instability which exists in 
markets and prices of primary’ commodities and the adverse effect which 
this has on foreign exchange earnings of primary-goods producing 
countries. They suggested that the International Monetary Fund, which 
already furnishes a Hm’ted amount of balance of pay’ments assistance, 
mould be required to augment its financial assistance when necessary 
as a consequence of price instability. In effect, the Fund would provide 
funds to compensate for a decline in a country’s exchange earnings. 
Some members of the group urged that greater automatism be embodied 
in the operations of the Fund- Presently, an amount equivalent to at 
least 25 per cent of a country’s quota in the Fund is available almost 
automatically. 

Ibe International Monetary Fond has objected to certain aspects of 
ffiis proposal. The Fund acknowledges that it can and has supplied 
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financial assistance to offset declines in exchange earnings resulting from 
decreases in prices of primary goods, Hosvever, the Fund belje^’es that 
it is neither practicable nor desirable to provide a substantial amount of 
assistance on an automatic basis. A certain amount of discretionary action 
on the part of the IMF is believed necessary, for one thing, to assure that 
the prospective borrowng nation is making an appropriate effort to 
resolve its balance of payments problems.* 

Developmeni Insurance Tund. Because the group of experts believed 
that even a greater amount of assistance from the International Monetary 
Fund would be insufficient to alleviate balance of payments problems of 
primary exporting nations, they proposed the establishment of a Develop- 
ment Insurance Fund. The objective of the Development Insurance Fund, 
which svould be administered by some existing agency, would be to 
stabilize die exchange receipts of participating countries. The proposed 
Insurance Fund would derive financial resources from the contributions 
of member countries. Payments from the Fund would be made auto- 
matically to member countries under specified circumstances. The amount 
of compensation would be equivalent to a certain portion of the shortage 
of export receipts which might exist during any one year in comparison 
with average receipts of the three preceding years. 

Although both the participating underdeveloped and the advanced 
countries would benefit through the compensation designed to stabilize 
foreign exchange receipts, there would tend to be a net Sow from the 
industriabzed countries to the primary goods producing countries. Be- 
cause the latter are subject to wider fiuctuations in exchange receipts as 
a consequence of greater price instability of primary commodities, they 
would receive more assistance from the Insurance Fund than the indus- 
trialized members. In essence, the “one-crop" economies would derive 
benefits from the more diversified economies. Accordingly, this plan 
would require substantia] assistance from the diversified and industrial- 
ized member countries 

The major purpose of the two plans presented by the group of 
experts would be to stabilize the foreign exchange receipts of merAber 
countries. Lillie would be done to alleviate other difficulties related to 
raw materials and foodstuffs Presumably, however, either plan could 
be employed in conjunction with usual commodity agreements, which 
generally exert a direct influence on the production, price and distribu- 
tion of primary commodities. 

■ See Flerning, J ^^arcus. and Lovajy. Gertrud “Fund Polides and Procedures 
in Relation to the Compensatory Fuiancms of Commodify Fluctuabons.“ Staff Tapert. 
Intemationil Monef.iry Fund Vol \1II, No 1. Nov. 19^ Pp 1-76. 
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Conclusions: Commodity Agreements 

The difficulties associated with the production and distribution of 
primary commodities are extremely complex in nature and the various 
corrective measures which have been taken, including the international 
commodity agreements, have gwierally proved to be inadequate. In 
addition to international commodity agreements, national programs are 
also widely employed to assist the primary sectors of the several econo- 
mies. These programs provide some benefits to primary producers, but 
for the most part fail to remedy the underlying causes of the problems 
and in some instances prove detrimental to foreign interests. This neither 
implies that an attack directed at fundamental causes would be simpler, 
nor that the farm problem is strictly an economic one. 

A method which will achieve the sofulion of the problems relating 
to primary commodities is yet to be conceived In the meanwhile, the 
aXtemation of hardships arising as a consequence of the particular prob- 
lems will require a variety of arrangements which must be well-coordin- 
ated to minimize inconsistencies. International commodity agreements 
^vill probably continue to be a part of these programs. 

QUESTIONS AND PROBLEMS 

1. Why have there been vanous probJeois associated with primary commodi- 
bes which have not been associated with manufactured goods? 

2 Would commodity producers be “better off" in the absence of commodity 
agreements^ WTiy or why not’ 

3. Distinguish between the quota agreement and the muibiateral commodity 
control agreement 

4 Distinguish between Internationa) commodity agreements and carte) 
arrangements 

5 Has the United St.ites farm program helped to solve the basic problems 
relating to the agricultural sector? TVhy or w hy not’ 

6 It has been suggested that buffer stock agreements have a sound eco- 
nomic basis Is this the case’ %\'hat are the difficulties involved in imple- 
menting such agreements? 

7 Some economists belief’© that inlematioRai commodity agreements lead 
to an increasing degree of government intervenhon and control. Explain 
how this might be (he case 

8 In what wav do« compensatory financing by the Intemabonal Monetary 
Fund help individual commodity producers in underdeveloped areas? 

9 Outline the nature of the Composite Commodity Reserve proposal. 

10 Should the United States encourage the Inibabon of commodity agree- 
ments and consultative arrangements’ Why or why not’ 
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